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Foreword 


Dr. Taieb Chérif, Secretary General, 
International Civil Aviation Organization 


The authors of this book, who are prominent professionals in the field of air transport, 
have skilfully blended their profound academic knowledge with sustained practical 
experience to produce a useful repository of choices for the airline manager in 
restructuring the airline industry at a time when globalization and liberalization is 
having a significant effect on the various business models of airlines. 

It was aviation, being one of the first truly global industries, and with its 
transportation and travel capabilities, which facilitated the other great industries of the 
world in their quest to reach the global market place. It follows that aviation as an 
industry pioneered the exponential strides made by global industries that has brought 
renewed levels of prosperity and hope to the world. Therefore it is only just that 
aviation should reclaim its position as a truly globalized industry. 

Another unique characteristic of this industry is that, since its inception as a 
regulated industry, the overriding theme of international civil aviation has been, 
and continues to be, the pursuit of friendship and understanding among the people 
of the world. Toward this end both the principles of air navigation and aviation 
economics have to ensure that aviation is developed in a manner that would make 
sure the world has a safe, reliable, economical and efficient civil aviation system. 
An inherent characteristic of aviation is its ability to forge inroads into human affairs 
and promote international discourse. It also promotes international goodwill and 
develops a feeling of brotherhood among the people of the world. 

In this backdrop, air travel has several determinants in regard to demand. 
Primarily, it is determined by income levels and demographics and the cost of air 
travel. With regard to the cost of air travel, world energy demand, supply and prices 
are key factors which drive both the profitability of the air carrier and the cost factor 
involving the use of travel offered by the carrier to the consumer. 

All the above indicators incontrovertibly point to one central driver of future 
air transport — competition- which will help the increasing influence of global 
alliances and partnerships between carriers to be a key element in industry strategic 
development where ‘core’ groups of airlines will provide direction and focus. Airline 
managers, geared towards competition, will be called upon to improve coordination, 
and provide integration and stability to the air transport industry. 

The overall future of air transport both in the short and medium terms is 
encouraging. This brings to bear the need for investment in air transport to ensure 
that the necessary air transport services will be available to the public. Investment 
in air transport will also have a beneficial effect on the robust synergy between 
aviation and tourism, particularly because of the overarching dependence by the 
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tourism industry on aviation for the carriage of tourists to their destinations. The 
growing interdependence between the two industries has resulted in a significant 
increase in the combined contribution of aviation and tourism to the gross domestic 
product, generating employment and investment opportunities. 

The various nuances of aviation call for complex strategies from airline managers 
at various levels. | am confident that this book, with its multifaceted approach 
to airline management, will be invaluable to airline managers in achieving their 
goals. 


Preface 


The air transport industry has been going through a long period of turmoil. Whether 
the cause for this unrest can be traced to a single, unforeseen external shock - the 
September 11 attacks, the SARS epidemic, the Gulf conflict, military action in Iraq 
and Lebanon, spiralling fuel costs, downturns in regular business cycles, a general 
slowing of the world’s economy - or to acombination of some or all of these factors, 
the bottom line is that airlines everywhere are experiencing some trying times: most 
of the US majors have been in and out of Chapter 11, almost all European airlines 
have been registering losses and so-called ‘flag carriers’ the world over are, to alarge 
extent, unable to survive without considerable extra funding, be it public or quasi- 
private, directly or indirectly allotted. The current crisis will act as a catalyst for the 
fundamental reshaping of the industry both at market and regulatory levels. Airlines 
and cartel authorities alike unquestionably accept that restructuring is desperately 
needed. What is still a subject of debate is whether this will be achieved though tighter 
cooperation and integration within the alliances that are dominating the industry, or 
whether airlines should put their broader alliance projects on hold and work on a 
more bilateral basis, moving towards cross-border mergers with select partners. To 
cooperate or to concentrate? The real issue behind this dilemma is which option will 
contribute to the creation of a lasting, effective and viable system for the future. 
With most airlines tied up in one of the three mega-alliances and a host of 
other airlines waiting to join, airline executives, policy makers and regulators are 
uncertain whether mergers are the right way to make the industry new. This ‘wait 
and see’ attitude has become more of a hindrance to airlines than a help - they 
need to move forward. This book is an attempt to help the people who participate 
at different levels in the debate over the future of commercial aviation to develop 
a deeper understanding of the dynamics concerned. A basis upon which long-term 
policy may be built, to ensure a sustainable air transport business. The industry 
is to a large extent a mature one, with established technology and little product 
differentiation among competitors. In a highly unstable environment with shrinking 
profits and spiralling costs, airlines have no choice but to consider the option of 
moving deeper into integration to form truly ‘strategic’ alliances, and perhaps of 
progressing towards consolidation. They should at least be ready and able to do so, 
to give themselves a contingency plan in the event of unexpected changes in the 
current scenario. Airlines entered into alliances with the hope that by doing so they 
would improve economic efficiency by enhancing scope and scale, build seamless 
global networks without incurring additional costs, bypass restrictive regulations, 
increase market presence and visibility, create a unified marketing image and 
provide a foundation for the coordination of services to eventually reduce costs and 
avoid destructive head-on competition. In other words, it was an attempt to juggle 
four objectives at once and send revenue up, costs down and customer services in a 


xiv Airline Choices for the Future 


direction to make passengers happier, meanwhile pulling out the stops to catch that 
elusive object of desire: profitability. 

The air transport industry is currently dominated by three mega-alliances that 
are all based around a USA-Europe airline pairing consisting of one or more US 
carriers together with one of the three largest European carriers (Lufthansa, Air 
France-KLM, and British Airways), complemented by regional alliance partners. 
These three European airlines, which can in some ways be considered major pan- 
European carriers similar to the mega carriers of the US, have moved towards some 
forms of cross-border consolidation within Europe (Lufthansa-Swiss International 
Air Lines, Air France-KLM and, to a much lesser degree, British Airways-Iberia). 
The alliance structure has permitted other airlines to fit into the wider industrial 
structure as regional, feeder and/or niche airlines. These alliances have formed 
network economies which dominate the long-haul markets, but it is the major 
carriers that have strengthened their position on inter-continental routes, while other 
carriers enjoying alarger market share on short-haul markets have been experiencing 
financial problems and increased competition from low-cost, no-frills airlines. Thus, 
it would seem that alliances have been part of a wider move by some carriers to shift 
resources into the longer haul market, where significant savings on hub-and-spoke 
operations may be realised. 

In some areas of the world, however, not only is airline amalgamation still far 
off on the horizon, but cooperation itself is either in its embryonic form or has yet 
to be given the spark of life at all. In most of Africa, Central and South A merica, the 
Middle East and Gulf regions, the Indian subcontinent and parts of Asia the quest for 
industrial or business affiliation is just starting. M agmatic bilateral and multilateral 
frameworks alike will form, and the book addresses the questions these changes 
will pose, indicating — if not a clear way forward to success — at least a panoply 
of corporate alternatives in a territory which has until now been charted largely in 
piecemeal fashion. 

Empirical evidence suggests that strategic alliances have certainly benefited the 
carriers that take part in them, by enhancing their market share and offering additional 
traffic diverted from competitors. It has been extremely difficult to quantify the 
revenue enhancement impact of alliances and it is still uncertain whether they can 
perform at cost reduction level. Overall, it seems that the benefits have not been 
positive enough, at least not to the extent that was hoped for or to the degree needed 
to help airlines survive and prosper. M any network carriers have had to curtail their 
operations, sometimes even effecting capacity cuts. And most airlines are still in the 
throes of severe financial crisis, despite optimistic forecasts about the future demand 
for air transportation services. The current structure is, quite simply, sub-optimal. 

This slump in the industry has brought the issue of radical restructuring to the 
fore, and the idea of mergers has been put on the table. Some believe airline alliances 
are still in a state of flux, that airlines need to guard their stand-alone capability and 
that alliances help the airlines involved to avoid the problems often encountered 
in full mergers. Others, including the EU Authorities, claim that the only way to 
secure sustainability and profitability is via consolidation through cross-border 
mergers, which will eventually lead to lower unit costs and confer market power to 
the remaining firms in the industry. 


Preface XV 


The purpose of this book is twofold. Firstly, it outlines the evolution of alliances 
and the reasons international air carriers adhere to them, the alliances’ track records 
and the way they have affected airlines and the air transport industry. Secondly, 
drawing on both past and more recent developments in the industry, it examines 
the experiences airlines involved in cross-border mergers have gone through and 
the advantages and difficulties they have come across. Alliances and mergers are 
presented from both the airline and the consumer perspective. 

The book also provides what is hopefully some challenging and enlightening 
new information, collected by means of a questionnaire submitted to executives 
from a wide range (30+) of carriers. Survey results are complemented by opinions 
gathered during interviews with highly influential figures in the airline industry, such 
as Niels Boserup — Chairman, ACI; Mohamed Elamiri — Director, Air Transport 
Bureau, ICAO; Gilles Gantelet (acting) — Air Transport policy, economic regulation 
and multilateral relations, European Commission, DG Energy and Transport; 
Michael Gremminger — European Commission DG Competition, Transport Unit (air 
transport group); Chris Tarry — Aviation Industry Research and Advisory, CTAIRA, 
Thomas Windmuller — Senior Vice President Member and Government Relations, 
IATA. The cooperation of such a prestigious array of leaders and observers only 
goes to show how willingly the major Authorities support any serious attempt to 
encourage a clearer appreciation of the industry’s workings. 

The book does not hazard many predictions about the future of commercial 
aviation, nor is it an attempt to convince readers of the inevitability of mergers. 
Rather, it tries to bridge the gap between merger theory and implemented practices 
and strategies, at the same time seeking to identify the challenges alliances and 
cross-border mergers are facing and to highlight the key forces affecting airline 
development now and in the years to come. 
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Chapter 1 


Once Rivals, Now Partners: Why? 


Since the 1980s the international airline business, an inherently global industry, 
has been a mixture of competition and collaboration, with virtually every major 
international airline regularly forming cooperative agreements with other airlines. 

These agreements have in essence been a response by airlines to two external 
stimuli: globalisation and liberalisation/deregulation. The two phenomena have 
radically changed the air transport market and the rules it follows, generally upsetting 
the status quo. Airlines have had to develop innovative strategies to adapt to market 
change, growth and the demands of competition. They have met these challenges 
with the help of alliances. 

The advent of globalisation forced the air transport sector, like other industries, to 
cater for the needs of a global market, that is, to operate across national boundaries. 
For airlines this meant offering convenient service to virtually every destination in the 
world, ata price passengers were willing to pay and with costs sufficiently below that 
price to be able to make a profit. But unlike other service industries, air transport is a 
capital and labour-intensive business which is dependent on technology and subject 
to high operating costs that lie mainly beyond the airlines’ control, a prime example 
being the price of fuel. A business in which fixed costs have a higher incidence than 
in other trades. The resources required to build an extensive network are enormous, 
so that cooperative agreements with competitors offering complementary services 
remain the best available way to deliver a worldwide network quickly, safely 
and inexpensively and to access new markets. At the same time, the air transport 
industry is by its very nature more cyclical than most industries, which means it 
is extremely vulnerable to the instabilities and uncertainties of the international 
economy. Because the growth in demand for air transport is proportional to growth 
in GDP, the sector is substantially affected by any change in the global economy. 
In times of recession, when demand decreases, potential customers become more 
price sensitive, while economic upturns make customers more service sensitive. 
This means that the competitive environment encourages different qualities in 
airlines during an economic upswing. In the age of globalisation the world’s airlines 
are therefore under added pressure to offer both seamless global service and the 
flexibility and readiness to adapt quickly to the economic environment and changing 
customer needs. Alliances, which have fundamentally changed the structure of the 
industry, have enabled airlines to cope with the inherent instability of the sector and 
reap as many benefits as possible. 

Domestic deregulation and regional liberalisation were launched because both 
governments and the industry itself were convinced that with fewer regulations and 
more open domestic and international aviation markets, the enhanced economic 
development, consumer welfare and competition that followed would improve the 
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way such markets operated. This in turn would lead to even greater competitiveness 
and therefore higher productivity, more efficiency and lower prices overall. 
Airlines, like other firms in other sectors, have resorted to alliances because 
an alliance is a flexible organisational form offering rapid growth potential. It is 
the modern engine for growth, and for airlines growth takes the form of increased 
network coverage and entrance to new markets. B ecause of the peculiarities of the air 
transportindustry and the regulatory framework governing it, which strictly prohibits 
cross-border mergers, alliances represented the only business arrangement that 
would allow airlines from different countries to serve the global market together. 


Airline Alliance Definition 


Attempts have been made by regulatory authorities and in air transport industry 
literature to define just what exactly an airline alliance is and to pinpoint the features 
which transform the nature of competition. In the Glossary of ‘most commonly 
used air passenger terms’, included in I[ATA’s ‘Recommended practice 1008’, the 
following definition is provided: 


Three or more airlines participating in commercial relationship or joint venture, where i) 
a joint and commonly identifiable product is marketed under a single commercial name 
or brand; and ii) this commercial name or brand is promoted to the public through the 
airlines participating in the alliance and its agents; and iii) the commercial name or brand 
is used to identify the alliance services at airports and other service delivery points in 
situations where bilateral agreements exist, for example code share agreements. 


By contrast, ICAO does not offer any formal definition of alliances because, as 
its Air Transport Director put it, ‘the nature and scope of alliances vary so widely’. 

Reference material on airline alliances abounds in definitions. According to one 
such definition: 


A strategic airline alliance is along term partnership of two or more firms who attempt to 
enhance advantages collectively vis-a-vis their competitors by sharing scarce resources 
including brand assets and market access capability, enhancing service quality, and thereby 
improving profitability (...) A strategic alliance is one involving strategic commitment by 
top management to link up a substantial part of their respective route networks as well as 
collaborating on some key areas of airline business (Oum er al., 2000). 


Another definition focuses mainly on commercial and operational cooperation and 
states that an airline alliance is formed when two or more airlines agree to cooperate 
in a number of fields such as scheduling, marketing, purchasing, administration, 
maintenance and frequent flyer programmes (PricewaterhouseC oopers, 1998). 

The definition used in research carried out by the Institute of Air Transport 
focuses mainly on the global nature of alliances. This description states that the 
essential characteristics of alliances are global ambition, that is the aim to grow in the 
world market; their multinational aspects and the linking of intercontinental routes. 
In many cases, alliances have evolved around already existing cooperating airline 
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pairs, as in the case of the Star Alliance, which unites Lufthansa-United Airlines and 
Lufthansa-SAS (Naveau, 2001). 

Finally, the European Competition Authorities (ECA) define alliances as 
cooperation agreements by which airlines integrate their networks and services and 
operate as though they were a single entity (but without the implied irreversibility of 
a concentration) while retaining their separate corporate identities and control. 

All these definitions stress the multinational character of alliances - a logical 
consequence of the need of many partners in order to achieve global coverage 
- the linking of networks and the fact that the partners, or allies, maintain their 
independence. Alliances among carriers are focused around the size and shape of 
their combined web of routes, in an effort to create the largest network possible and 
thereby be as efficient as possible in a global marketplace. 

Alliances can be classified into two types: complementary and parallel. 
Complementary alliances refer to alliances where firms link up their networks to feed 
traffic to one other. In parallel alliances, firms have overlapping, competing routes 
before the alliance. Most alliances have aspects of both but can be characterised as 
predominantly complementary or predominantly parallel. 


Reasons Leading to the Formation of Airline Alliances 


The propelling forces behind alliances have been the need to acquire global access, 
provide customers with global coverage and service the global village. 


The winner is the alliance that can get its passengers to the most destinations in the most 
ways (Airline Business, 2002). 


The prime objective for any airline wishing to become a global player is to expand 
the geographic scope of its network without undertaking sizeable capital investment. 
A survey by the Association for Corporate Growth (2000) indicated that 67% of the 
sampled US and European airlines recorded global reach as a prime reason for forming 
alliances (Alamdari, 2001). The allied airlines participating in another survey, in 2004, 
agreed that the aim of an alliance was the creation of a global network serving many 
destinations without incurring extra cost for the airlines involved. Or, in their own 
words, alliances ‘satisfy customer demand with more global demands’ and achieve 
‘global presence without global cost structure’ (latrou, 2004). 

Growth in the 1990s meant that airlines were expected to access new transatlantic 
and transpacific markets, thus they needed to start building an international route 
structure. Even mega-carriers cannot achieve access to all destinations solely on their 
own steam; entering new markets would not only be too expensive, time-consuming 
and risky to attempt with their own aircraft, but would also be hampered by bilateral 
aviation agreements with other nations. In order to set up efficient global networks, 
therefore, partners were needed, and international marketing agreements seemed 
the perfect way to kill two birds with one stone. By connecting their respective 
networks, alliance partners were able to expand their routes beyond their respective 
territories, access new markets and provide optimal customer services, all without 
any new financial investment. This linking of networks has produced increased 
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traffic volumes and revenues as well as improved service levels via the introduction 
of ‘seamless’ travel initiatives - all of which have helped the allied airlines improve 
their efficiency and reduce costs. 

This has been positive, but several other benefits and competitive advantages 
may also be accrued from larger networks and better geographical spread. Through 
the development of a joint network, alliances enable airlines to stimulate new traffic 
and save on costs, in addition to generating strategic advantages and securing long- 
term growth potential and market orientated, cost efficient operations. But the need 
for standardisation and new systems to provide better service, the need to share costs 
and risks, the need to create the critical mass necessary to enable airlines to strike 
better deals with their suppliers, and even the need to enhance knowledge, have 
all come into play. Below are just some of the factors which have helped convince 
airlines to form alliances: 


e By successfully linking the members’ networks, alliances secure additional 
traffic as each partner feeds traffic to the other and more passengers fill 
the respective airplanes, thereby increasing load factor and revenues. By 
increasing the number of frequencies or destinations served, each partner is 
likely to attract more passengers to the network, and this without actually 
increasing its own aircraft deployment. This effect is multiplied in terms of 
traffic volume and market access, in much the same way as when an airline 
adds a new destination to its hub-and-spoke structure. N etwork expansion and 
mutual traffic feed allow partners to make more efficient use of capacity and 
achieve higher traffic density, which very simply means that by increasing 
frequencies and using larger aircraft on a route, they can reduce unit costs. 
In other words, economies of traffic density are achieved by securing more 
traffic per unit of capital. This in turn is reflected in the improved productivity 
of the fleet and other assets, achieved also through the use of larger, more 
efficient aircraft. 

e Alliances allow partners to increase their efficiency, improving their use 
of capacity or reducing expenses by weeding out redundant operations and 
cutting back on fixed costs. By coordinating schedules and aircraft, partners 
can reduce their fleet requirements or take more effective advantage of the 
capacity available, as having a larger aircraft fleet makes it easier to match 
the aircraft size with the demand of a specific route. Shared or consolidated 
use of airport facilities and ground handling arrangements and staff (alliance 
partners often use the same ground handler at each of the alliance’s hubs), 
cooperative advertising and promotional campaigns, joint procurement of fuel 
and amenities, combined development of computer systems and software, and 
mutual handling of baggage transfers and passenger check-in are some of the 
ways alliances help foster economies of scale. 

e Alliances enable carriers to enhance the marketability and quality of their 
services to passengers by offering more convenient flight schedules, greater 
flight frequency, a larger network and more on-line connections. Partners 
in an alliance coordinate flight schedules to minimise waiting time for 
connecting passengers and ease connections by locating arrival and departure 
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gates close to each other, thus offering ‘seamless travel’. All these features 
improve the quality of the service available to customers and may increase 
customer loyalty, just as Frequent Flyer Programmes (FFPs) gain in appeal 
when passengers are given a wider range of choices. In addition, the alliance 
structure facilitates common alliance ‘branding’ on a global scale. 

e Alliances help to overcome regulatory constraints which hinder the ability of 
individual airlines to enter and expand in foreign markets, for example capacity 
restrictions in air service agreements, restrictions on ownership and equity 
holding across national borders, and restricted access to airport infrastructure. 
Many analysts see this as perhaps the most critical factor pushing airlines to 
cultivate alliance strategies (Doganis, 2001). Cross-border liberalisation has 
played a pivotal role in the way alliances have been developed. 

e Alliances have permitted airlines to enhance their ability to exercise market 
power and reduce the level of competition. Airlines which previously competed 
on a route can decide to cooperate and thus acquire competitive advantages 
over their incumbent or prospective challengers. Traffic feed increases each 
airline’s dominance at its respective hub, creating network effects that raise 
entry barriers. These entry barriers include, among others, the lack of access 
to scarce slots in congested airports, and demand-side economies of density 
and scope (as airlines rarely enter a new route unless they can rely upon a 
meaningful presence at their hubs at the same time, coordinated contracting 
allows airlines the potential of increased negotiating power and better deals 
with fuel and service providers, for example ground handlers, travel agents, 
corporate accounts, efc., again offering another way to put pressure on 
competitors). 

e Alliances have also been a way to temper the uncertainty of the operating 
environment, especially for smaller airlines. They have provided these airlines 
with a safe harbour and have helped them to deal more effectively with their 
major competitors in most areas of business activity. 

e The flexible structure of alliances has allowed each partner to monitor 
its growth within the grouping, meanwhile retaining the capacity to make 
adjustments to its contribution or level of commitment and even to leave the 
alliance as a result of changes in the strategic environment. 


Alliances were built around large airlines from the major air transport markets, 
those under greater pressure from the effects of globalisation and deregulation. The 
alliances of the big players are joined by smaller companies that provide regional 
services; these act as feeders for the large hubs and transport passengers from the 
hubs to the peripheral regions. 


Deregulation and Alliances 


While firms in other sectors have had the ‘luxury’ of being able to choose at will 
between mergers/consolidations, or even external growth and alliances in their 
effort to answer the demands of a global environment, airlines seeking to extend 
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their networks have had to deal with a regulatory framework that dissuaded similar 
freedom of movement. The nationality provisions of this regulatory framework, 
which prevented the taking over of a foreign airline and prohibited the operation of 
domestic services in aforeign market, have forced airlines to resort to global alliances 
as a fall-back means of integrating markets and achieving growth. This means that 
alliances cannot be fully understood unless the wider political and regulatory context 
they spring from is taken into account. Section two identifies the ways in which 
intergovernmental agreements have affected the character and course of alliances in 
the air transport sector. 

Alliance evolution has been influenced by and itself had an impact on the course 
of deregulation in many domestic markets and regional blocs, much as it has both 
felt the effects of and contributed towards the gradual liberalisation and relaxation 
of the international air transport industry. Together, intergovernmental agreements 
and inter-firm strategies have created a new environment that is offering new 
opportunities and challenges. 


Regulatory Developments 


The Chicago Regime and ASAs 


Since 1944, the air transport industry has been governed by the Chicago Convention 
rules, which has meant that only those airlines designated in the bilateral agreements 
(‘AirServiceA greements’ - A SA s) between two countries have been granted transport 
licenses and traffic rights on specific routes at specific frequencies and capacities. 
For an airline to be designated it has to be ‘substantially owned and effectively 
controlled by nationals’ of each of the countries concerned. This nationality clause 
is further reinforced by the limits set by each country on foreign investments in their 
airlines (for example the ceiling is 24.5% in the US and 49.9% in Europe). Any 
attempt to merge or consolidate would mean that such rights would be lost or have 
to be renegotiated. 

The most fundamental matter the rules regulate is whether or not countries 
authorise other countries’ aircraft in their airspace, when and where such aircraft 
are allowed to land and between which points they may carry revenue traffic. The 
routes that may be flown are listed in a route schedule, which in some cases lists the 
specific pairs that may be operated and in others simply provides that airlines may 
operate to any point in the state territory, from or to any foreign point. There are 
restrictions on the number of airlines from each side that may operate the routes. Up 
until the 1970s most agreements only allowed one airline from each side to operate 
each route (single designation). Some bilateral agreements allow routes to be flown 
by two carriers from each side (double designation), while liberal agreements permit 
operations by an unlimited number of carriers (multiple designation). A 1982 report 
indicated that two-thirds of European bilateral agreements had no limitations on 
the number of airlines designated, with one-third restricted to single designation. In 
practice, however, only 8% of total country-pairs and only 2% of city-pairs operated 
had more than one designated airline from each state. 
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The so-called Chicago regime led to the almost universal protection of national 
flag carriers. For many years, the bilateral ASAs allowed comfortable duopolies 
between the respective state airlines of contracting states, even allowing the pooling 
of revenues on shared routes. 

Butthe worldwide and cross-industry tide of globalisation was to influence the air 
transport industry too. The most important developments to help ease the restrictive 
nature of the industry were deregulation in the US and liberalisation in Europe. 


Domestic Deregulation 


Deregulation started at national level within several countries, with the USA leading 
the way, followed by Canada, Australia, Japan, Taiwan, South Korea and the United 
Kingdom. Influenced by the wave of liberalisation, the governments of all these 
nations allowed the emergence of new domestic and/or international airlines able to 
compete directly with their established national carriers. 

Domestic deregulation was a catalyst in the international liberalisation movement 
as well as in the wider air transport industry. M ore specifically, the significance of 
domestic deregulation in the US - the largest domestic air transport market! — lay 
in the fact that it led to the restructuring of the domestic airline business and to 
the American desire to implement an international open skies policy, which would 
subsequently affect how alliances took shape. It would also radically change the 
structure of air transport with the introduction of the hub-and-spoke system, an 
innovation in both industrial and technological terms, and with the establishment 
of low-cost carriers. These two features alone changed the air transport scenario 
forever. The concept of low-cost carriers was soon to spread to Europe, where it 
rapidly began to threaten the dominance of scheduled airlines. 

Deregulation in the US began with a proliferation of new entrants — among which 
were several low-cost airlines — and ended with a handful of airlines dominating 
the domestic market. Various different hubs were created and the new US majors 
(American Airlines, Delta Air Lines and United Airlines) applied aggressive 
international expansion tactics to oust other US airlines which had specialised 
exclusively in international flights. B ut the system of bilateral agreements was making 
it difficult for them to operate outside the national market, so US authorities began 
efforts to liberalise the international air transport industry through the conclusion of 
open skies agreements. 

Another important consequence of US airline deregulation was the structural 
change it brought about in the form of hub-and-spoke networks, which had a 
considerable impact on the air transport industry, as they gradually came to be 
adopted by almost all scheduled airlines. 

Airlines in America entered new markets and dropped unprofitable routes but 
recognised the importance of providing a national service network, a particularly 
significant factor in a geographically vast country which since the 1940s had slowly 
disbanded most forms of railway transportation. As the majority of these airlines 


1 In domestic flights, North America makes up nearly 50% of total scheduled RPKs 
world-wide (Heymann, 2004). 
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did not operate in the smaller regional markets, they realised the value of drawing 
feeder traffic from these regional routes. They therefore developed and strengthened 
hub-and-spoke networks to effectively cover the entire nation. Larger airlines used 
alliances with regional airlines to feed traffic to their national networks, meanwhile 
dedicating their own resources to major hubs. Through marketing arrangements, 
operational synchronisation and schedule coordination they then formalised their 
links with these independent feeder airlines. 


Regional and Multilateral Liberalisation 


The deregulation process in Europe started in 1986, proceeding gradually in three 
stages or ‘packages’. By 1992 the European Union countries enjoyed a Common 
Aviation M arket in which bilateral agreements had been superseded by multilateral 
arrangements. Europe is currently the world’s first fully deregulated region, or single 
market, consisting of 15 M ember States, the three States belonging to the European 
Economic Area (EEA)? and Switzerland, in addition to - since May 2004 - the 10 
new members of the European Union.*? European liberalisation ensured open and 
unrestricted market access to any routes within the European Union for airlines from 
any Member State, and removed all capacity controls and virtually all price controls. 
Ownership constraints were relaxed so that airlines with unlimited access rights 
could be owned by nationals or companies from any of the Member States. Parallel 
to this, the European Commission took measures to ensure that ‘competition rules’ 
applying to other industries would also apply to airlines. 

But the European single market did not bring about a complete ‘ denationalisation’ 
of European airlines, much less the complete withdrawal of governments from the 
regulation of air transport. The nationality clause was replaced by ‘Community 
ownership’, so that in order to qualify as a ‘Community carrier’ an airline had to 
be: 


Owned and continue to be owned directly or through a majority ownership by Member 
States and/or nationals of Member States. It shall at all times be effectively controlled by 
such states or such nationals (European Commission, 1997). 


Deregulation in Europe was accompanied by the partial privatisation of most of 
the (almost exclusively) state-owned European airlines. The deregulation process 
was implemented so as not to seriously hamper the competitive advantages of the 
flag airlines. D espite privatisation, airlines remain national and it was (and apparently 
still is, with a few exceptions) unacceptable for any government to let its flag airline 
fail. As a result, traditional flag airlines secured or even extended their presence at 
their traditional hub airports, which proved an invaluable asset when the time came 
to form alliances. 


2 Norway, Iceland and Liechtenstein 

3 Outside the European Union, only the Australia-New Zealand air transport regime 
comes as close to a similar ‘Single Aviation M arket’, i.e., a seamless commercial aviation 
border. 
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It should, however, be kept in mind that deregulation applies only to air transport 
within the Community and the EEA countries. Air transport services between EU 
Member States and third countries continue to be regulated by traditional ASAs. 

Apart from the European Union, there have been other efforts towards regional and 
multilateral liberalisation, such as the M ultilateral A greement on the Liberalization 
of International Air Transportation (‘MALIAT’, or ‘KonaA greement’) in which the 
USA and four of its aviation partners, Brunei, Chile, New Zealand and Singapore, — 
all five of which are members of theA sia-Pacific Economic Cooperation organisation 
(APEC) - reached a multilateral open skies agreement. 

There are also other agreements that seek to liberalise air transport services 
by providing greater market access and improving services implemented by 
member states according to regional or sub-regional criteria. Small groups of 
states of comparable size and development find it easier to agree on market access 
than larger, diverse groups of states, as well as constituting a more manageable 
environment within which to test liberalised air transport policies. These include 
the Andean Pact between Bolivia, Chile, Colombia, Ecuador and Venezuela; the 
Caribbean Community (CARICOM) Air Service Agreement regarding 15 states in 
the Caribbean (Antigua & Barbuda, the Commonwealth of the Bahamas, Barbados, 
Belize, Dominica, Grenada, Guyana, Haiti, Jamaica, M ontserrat, St. Kitts & Nevis, 
Saint Lucia, St Vincent & The Grenadines, Suriname and Trinidad and Tobago); 
the CLMV Agreement between Cambodia, Laos, Myanmar and the Socialist 
Republic of Viet Nam; the Banjul Accord between seven states in Western Africa 
(Cape Verde, the Republic of the Gambia, Ghana, the Republic of Guinea, Liberia, 
Nigeria and Sierra L eone) and theA rab Civil Aviation Commission linking 16 states 
in the Middle East and North Africa (Bahrain, Egypt, Iraq, Jordan, Lebanon, Libya, 
Morocco, Oman, Palestine, Qatar, Saudi Arabia, Sudan, Syria, Tunisia, the United 
Arab Emirates and Yemen). 


The Impact of Liberalisation on Alliances 


Alliance Development and the Liberalisation Trend 


International aviation policies and corporate strategies are acting upon each other 
in ways that have serious implications for the structures of international aviation, 
a symbiotic relationship which becomes even more obvious when observing how 
liberalisation has moved hand-in-hand with airline alliances. A distinctive feature of 
the current mega-alliances is that a US airline and a European airline form the core 
partnership in each. This pairing is by no means a coincidence, but instead answers 
the specific needs of airlines and their corporate strategies. In 2004, passengers 
carried on transatlantic flights represented 3.7% of all passengers transported by 
air worldwide, partly because transatlantic flights connect the world’s two largest 
domestic air transport markets, namely the European and the US markets, which 
account for 23.3% and 29.2% respectively of global air traffic (IATA, 2005). Itis 
therefore understandable that the authorities and the airlines from these areas have 
led and shaped international liberalisation. 
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In order to better understand the origin and background of European Union and 
US airline strategies which resulted in alliance formation it is important to remember 
the peculiarities of the two markets. 

European airlines have always given priority to intercontinental business over 
domestic operations. US air transport, on the other hand, originated as a domestic 
industry with a separate and specialised international sector. This can be explained 
as an accident of geography: the greater distances to be travelled within the US 
have favoured the development of a strong domestic airline industry, whereas in 
many European countries there is little market for domestic aviation because the 
mainly short distances, together with a fast, efficient railway network put airlines ata 
disadvantage. M any European airlines have always had, and still have, alarger stake 
in international and long distance markets than US airlines. For major European flag 
carriers, access to large foreign markets has always been crucial because historically 
they have depended substantially on long-haul rather than domestic traffic for their 
revenue, with some European airlines deriving more than 30% of their profits from 
transatlantic services (Egan, 2001). 

Before 1978 two US international airlines, Pan Am and TWA, controlled the 
lion’s share of transatlantic traffic, although they did not have large domestic 
feeder networks. However, these two airlines focused too intently on international 
opportunities, and when European airlines gradually revived after the war and began 
to concentrate on transatlantic routes to compensate for other routes lost as a result 
of decolonisation, they saw their transatlantic market share shrink. 

The industry re-concentration that followed deregulation left the US air transport 
industry with six major airlines, three of which — American Airlines, Delta Air Lines 
and United Airlines - controlled 58% of domestic traffic. These airlines depended for 
their profitability on the creation of highly concentrated traffic hubs, through which 
by 1993 some 70% of domestic passengers passed. The hubs were often built away 
from the traditional ports of entry for international traffic such as N ew York, Boston 
or Chicago, instead favouring the likes of Charlotte, Cincinnati and Pittsburgh. 
These hubs gleaned enough traffic feed from their huge domestic networks to 
sustain international services. International flights were attractive because they were 
more profitable than domestic flights. With the lower cost structure US airlines had 
achieved during deregulation, they could offer lower fares and thus take away traffic 
from established European airlines. 

The main obstacle was regulatory. Newcomers had to obtain authority under the 
existing ASAs to operate international routes. The US airlines, which had previously 
been inactive on international routes, took over from PanAm and TWA - after the 
first was declared bankrupt and the latter dissolved — in connecting US cities to 
Europe. 

By 1992, seven US airlines were operating scheduled services on North Atlantic 
routes, compared with two in 1988. Whereas in 1962 Pan Am and TWA carried 32% 
of all passengers on air services between North America and Europe, by 1993 the 
situation was somewhat different and although the number of European passengers 
flying across the A tlantic was rising steeply, the European airlines’ share had shrunk 
from 68% to 48%. The impact of this American offensive on particular markets 
was substantial, with the market share of US airlines on routes between the US and 
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Germany up from 54.2% in 1989 to 61% in 1993, and that on routes between the US 
and France up from 64.5% to 72% (Staniland, 1999). 

At European level, although liberalisation as part of the European Union single 
market programme has resulted in cabotage restrictions being removed and increased 
competition in the regional airline market, there was initial uncertainty about the 
external consequences of liberalisation and the effect that deregulation would have 
on the international stakes of European Union airlines. After US airlines began 
their aggressive international expansion programme, European airlines resisted 
bilateral agreements allowing unrestricted capacity increases and route expansion. 
This reluctance was due to the need of the airlines (particularly Air France and 
Lufthansa) to resist pressures for liberalisation until they had undergone the massive 
restructuring necessary to cope with the pressures of privatisation and the challenges 
created by the SingleAviation M arket. 

As in the US, with privatisation and deregulation came consolidation in the 
domestic markets. Domestic mergers - Air France, UTA and Air Inter in France, 
British Airways and British Caledonian in the UK -— strengthened airlines and 
helped them play a stronger role on the European and international scene. The 
existence of a common market in Europe meant that there were no restrictions on 
complete takeovers or mergers between airlines operating within the territory of the 
European Union. But for one airline to take over another operating routes outside the 
European Union was considered unproductive, as it would ‘denationalise’ the airline 
undergoing the takeover and possibly threaten the validity of its bilateral agreements. 
The intra-European alliances which developed were therefore based on a regional 
system structured differently from that of their North American counterparts: instead 
of the four or five ‘mega-carriers’ the consolidation process had produced in the US, 
in Europe a multi-tiered set of alliances between major and minor airlines emerged, 
with smaller airlines acting as clients for larger hubs. This made it easier to exclude 
rival start-ups such as easyJet and Virgin Express from competing on certain regional 
routes, in addition to excluding rival alliances from certain hubs by making it harder 
for them to obtain feeder traffic for their international services. 

By 1992, major European Union and US airlines were essentially facing the 
same dilemmas: both had very large stakes in North Atlantic routes, both had been 
hit by the slump in traffic caused by the Gulf War and both were anxious to draw 
more directly on traffic within the other’s home markets. 

Europeans started looking at the US market, which in terms of traffic was even 
larger than that created through the emerging European single market. This US 
market was becoming increasingly rationalised into hub-and-spoke systems, with 
some hubs often located well away from the traditional East and West Coast points 
of entry for international traffic. The dilemma of EU airlines was that even assuming 
they could obtain international authority to fly to the hubs concerned, under US law 
they could not organise their own hub-and-spoke systems within the US. 

Although US airlines could expand their shares of international traffic with the 
consent of liberal foreign governments and thus draw traffic from other European 
hubs, cabotage rules prevented them from setting up their feeder networks within 
Europe. Nor could they buy into national airlines, given the restricted foreign 
ownership rules, and even if it had been possible it would probably have turned out 
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to be prohibitively expensive. What they needed was to control feed from European 
markets on to their transatlantic flights at levels and through hubs comparable to 
those available from their US networks. 

The Single European Aviation M arket further hindered the attempts of U S airlines 
to create hub-and-spoke systems within Europe, as its establishment resulted in the 
loss of some of their fifth freedom rights. For example, a US airline could no longer 
fly from Rome to Paris once the European Aviation M arket was considered to be 
unified, because such a flight required cabotage rights the Americans lacked. US 
airlines were therefore forced to enter into alliances with European airlines operating 
in these markets, to preserve such flights through code sharing. Before the change, 
various foreign airlines, including several from the US, had obtained fifth freedom 
rights to carry traffic between national capitals as an extension of transatlantic 
services. In a single market logic, services of this kind, which had previously been 
defined as ‘international’ flights became ‘domestic’ instead and were thus prohibited 
under the cabotage clause. 

The best solution for both US and European airlines was to establish alliances, 
which represented the mechanism that could provide indirect access to restricted 
markets. And US official policy was of considerable help in devising the successful 
corporate strategy that would allow the American carriers to conclude these 
alliances. 

In the wake of deregulation, with a more competitive environment, the airline 
industry became increasingly concentrated. Parallel to the consolidation trend 
affecting full service carriers, new low-cost, value-based airlines were starting to 
emerge. The development of hub-and-spoke networks, improvements in technology, 
the growth of frequent flyer schemes and the role of computer reservation systems 
all contributed to the proliferation of alliances. 

Although they were now liberalised, US and EU airlines were looking for ways 
to get government support in either securing their position in the domestic markets or 
gaining access to new markets through alliances and ‘open skies’ agreements. Once 
this support was obtained, the appropriate national or regional authorities would then 
give the go-ahead to the alliance efforts. Their approval almost always related to the 
granting of concessions. 

Liberalisation has been the great catalyst behind the formation of airline alliances. 
Without liberalisation it would have been impossible for airlines to cooperate closely 
enough to find the common ground enabling them to reap mutual benefits. Full 
deregulation in the European Union, in combination with open skies agreements, 
have enabled airlines to access new markets, a process that could never have occurred 
within the confines of the Chicago bilateral regime. 


Open Skies 


As the new US majors started out on a path of vigorous international expansion 
they came up against the restricted international bilateral system of traffic rights, a 
stumbling-block which made it difficult for them to operate outside their national 
markets. Only liberal ASA providing for full market access without restrictions on 
designation, route rights, capacity, frequencies, code sharing and tariffs between the 
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participating countries could enable the large US players to become more actively 
involved in the international scene by flying to new markets. The US Government 
therefore started pressing for less restrictive ASAs - known as ‘open skies’ - which 
would provide access to all routes between two given countries, by removing the 
restrictions on designation, capacity, fares and frequency, meanwhile maintaining 
ownership rulelimitations (Toh, 1998). Even these‘ open skies’ agreements, however, 
required the airlines designated by each of the states in the bilateral agreement to be 
‘substantially owned’ and ‘effectively controlled’ by nationals of the designating 
state. 

As aresult, the US began to renegotiate bilateral ASAs. In 1984, the Netherlands 
and the UK deregulated the air transportation services between their two countries 
by adopting an ‘open market’ bilateral agreement, the first step towards the gradual 
liberalisation of international air transport. 

From 1992 onwards, the USA began to sign a series of open skies bilateral air 
services agreements and by September 2006 some 73 bilateral open skies agreements 
had been concluded (US DOT, 2006). 

Nonetheless, critics of open skies agreements tend to brush them off as being 
merely a liberalised form of Chicago regime bilateral agreement, given that they still 
restrict competition on routes between the signatory states to airlines ‘substantially 
owned and effectively controlled’ by nationals of those states and forbid services by 
foreign airlines within domestic markets (European Commission, 1997). 

Even with complete deregulation, European Union airlines are operating under a 
regulatory regime divided into two parts - one governing flights within the E uropean 
Aviation Area, the other governing international aviation outside the European 
Union, where rigorous tests of nationality are still applied. Current negotiations 
between the EU and the USA regarding the so-called Trans-Atlantic Common 
Aviation Area (TCAA) will signal the starting point for more radical changes in the 
industry, further liberalising the two biggest air transport markets of the world and 
making the consolidation of the sector through mergers, acquisitions or takeovers 
possible, at least at intra-continental level. 


Transatlantic Common Aviation Area (TCAA) 


The Association of European Airlines (AEA), which represents the largest European 
airlines, has suggested the creation of a new modern regulatory framework for 
international air transport that would begin as an agreement between the European 
Union and the US and would eventually cover the entire global airline industry. A 
similar development would require EU authorities to conduct negotiations with the 
US regarding the TCAA. An aviation area of this kind would allow the freedom to 
provide air services, including cabotage, in every market contained within it, doing 
away with all restrictions on capacity and on the number of airlines serving particular 
routes, and with minimal control of fares. It would also lift all restrictions on foreign 
purchase of airline equity in both the European Union and the US, in addition to 
allowing extensive code sharing, subject to rules ensuring fair competition and full 
information for consumers. The agreement would eventually also cover the right 


14 Airline Choices for the Future 


of establishment, a common competition policy and joint regulations for aircraft 
leasing. 

In Asia, unlike in Europe and the US, flying is still governed by bilateral rights 
between countries, with liberalisation as yet not on the cards. Asian governments 
have seen air traffic rights as a national asset to be managed very carefully in order 
to maintain sensible competition and protect local airlines. 


Air Transport after Deregulation and Airline Alliances: a Brave New Reality 


The aim of domestic deregulation and bilateral and/or multilateral liberalisation was 
to create ‘more competitive air services’, or in other words to foster competition 
among airlines by removing regulatory constraints. The idea was that by promoting 
an international aviation market with unrestricted entry and competition amongst 
the most efficient carriers on a multilateral and global level, unprofitable companies 
would fall by the wayside and this would lead to greater efficiency and, ultimately, 
falling air fares, higher flight frequency and greater customer choice. 

These aims have been partially fulfilled. At domestic and intra-EU level there are 
relatively few constraints on the establishment of new airlines. By contrast, entry 
on international routes is still governed by ASAs, or at the very best open skies 
agreements with restrictions on routes flown, numbers of carriers and frequencies. 
There have been some new entries and fares on many routes have become much 
more convenient, but air transportis still neither as freely competitive nor as efficient 
as was originally hoped. The financial crisis that has been plaguing the industry since 
2001 is not the only factor to blame for this. Indeed, the very mechanism airlines 
have chosen to deal with the demands and opportunities of the new situation, i.e., 
alliances, has been instrumental in helping incumbent airlines maintain a degree of 
control on certain markets. 

Following the attacks of September 11, 2001, the outbreak of SARS and war in 
Afghanistan, the Arabian Gulf and Iraq, the airline industry has been under serious 
financial pressure. It has certainly undergone other crises in the past, but there has 
never been such an unrelenting run of bad luck. The financial effects have been so 
dire that several airlines have been unable to break even and some, such as Sabena 
and Swissair, have disappeared altogether. And just as the global economy seems to 
be inching towards recovery, air transport is suffering the fallout from the tension in 
Iran and the L ebanon-Israel conflict, as it meanwhile finds itself facing permanently 
higher fuel prices.* With airline traffic so closely related to economic activity and 
the idea of safety and security, a downturn in the market was and is inevitable. But 
the drop in demand is not the only factor that has and will continue to affect it; higher 
costs will also have to be borne, including higher insurance premiums and other 
outlays on security and safety, airport charges, etc., forcing governments (especially 
the US) to come up with ways to provide financial support. 


4 Much higher, in fact: hedging for the first two quarters of 2006 sees levels ranging 
in the 70-75 dollars per barrel region. A three-fold increase with respect to just a few years 
ago. 
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Meanwhile, domestic deregulation and bilateral and/or multilateral liberalisation 
have changed the rules of the game by allowing entry to some new players, mostly 
in the form of Low-Cost Carriers (LCCs), although an ideal condition of unrestricted 
entry has not yet been achieved. LCCs constitute the only credible threat of new 
competition, although in reality they offer a somewhat different product which does 
not perfectly substitute the air service of the established airlines. Nevertheless, their 
entry has been the main factor in driving airfares downward, especially on intra- 
continental, point-to-point service. 

Airline alliances that exploited the opportunities offered by the still partially 
deregulated international routes often softened competition for partner airlines, 
and according to some even raised the existing entry barriers. As Mr Michael 
Gremminger of the European Commission put it, certain alliances seem to have been 
formed not only to achieve the necessary scale to compete globally, but also for less 
noble causes: to control certain markets, especially those protected by entry barriers, 
to preside over slots at congested airports and to exploit traffic rights. Seen from 
a regulator’s point of view, airline alliances have made it possible for the partners 
they link together to enjoy a kind of monopoly. This view is strongly contested 
by the airlines themselves, and the conceptual dispute has been at the heart of the 
controversial relationship between members of alliances and antitrust authorities for 
the past 10 years. 

Airline alliances have enabled carriers to increase their dominance at their 
respective hubs. In major hub airports, there is a clear tendency towards single carrier 
dominance, which means that significant portions of the passenger movements are 
accounted for by a single airline. In nine of the top 25 airports, the dominant carrier 
is responsible for over 50% of the emplacements at the airport (OECD, 2000). The 
demand and cost side economies of scale and scope enhanced through alliance 
cooperation give larger airline networks a competitive advantage over smaller 
carriers. Hub-and-spoke airlines tend to be dominant on spoke and hub-hub routes 
and jointly dominant, with the partner’s networks, on routes to and from other 
networks’ hubs. 

Most new entries, therefore, either offer services complementing those of the 
incumbent airline, for example spoke feeder service, which in spite of being pro- 
consumer cannot be considered a form of competition, or provide services from 
existing network hubs, as bmi British Midland has done. Still others, such as Virgin 
Atlantic, focus on routes with a high number of point-to-point services. Certainly, 
the latter strategy does foster some form of competition, but this can occur only in 
airports able to sustain the existence of several carriers, such as London-Heathrow. 
This may be why the United Kingdom is the only market to support three major 
scheduled airlines: British Airways, Virgin Atlantic and bmi British Midland, each 
with its own extensive international network. One of the notable features of the UK 
market is the high number of non-stop services available from London. Twenty-two 
US cities are served non-stop from London, compared to 15 from Frankfurt and 
10 from Amsterdam (OECD, 2000), and they represent some of the most heavily 
travelled routes in the world. In all other cases, airlines have managed to control a 
high share of the total traffic at their hubs. 


16 Airline Choices for the Future 


This competitive advantage is further strengthened by slot constraints at many 
airports, especially those which are heavily congested. Route competition depends 
on the availability and quality of take-off and landing slots at specific hours. The 
slot allocation mechanism, which confers grandfather rights on incumbent airlines, 
adds to the natural scarcity of slots. Thus, the incumbent airlines control a higher 
proportion of slots at peak times. New players may also have difficulty securing 
advantageous contracts with ground handling companies that already have contracts 
with other airlines. If an airline dominates an airport, it is usually also the dominant 
or sole supplier in the ground handling market. 

Despite some regulatory provisions to ensure slot divestiture, and others citing 
access to airport facilities as a precondition for alliance cooperation, there have been 
few cases where entry barriers were lowered sufficiently to allow new competitors 
through to such markets. This is seen by cartel authorities as an explicit sign of 
the way alliances suffocate competition, whereas the alliance partners themselves 
claim that the lack of new entries - in spite of the favourable conditions created 
—is proof that such a hostile stance is uncalled for. The most powerful way to erode 
dominance of one or more airlines at a single airport is to increase capacity, either by 
expanding existing facilities or by building new airports serving the same area. But 
such expansion inevitably implies major costs, the reaction of environmental groups 
and that of the wider public. 

Airline alliances have enabled incumbent airlines to strengthen their position in 
the market - which is exactly why they were formed in the first place - but this does 
not mean they shield partners from market changes, particularly the rise of LCCs 
and the shift in demand for air transport services, a phenomenon closely related to 
the emergence of LCCs. 

Another important consequence of the airline crisis is that both governments and 
the public — at least in Europe —have accepted that airlines should cease to be regarded 
as national status symbols. Most countries are now convinced they are better off with 
a smaller airline securely harboured in an alliance — or better still in a merger — than 
with alarger airline that guzzles away at public money to survive. People have given 
up their ‘romantic’ ideas, to use Gantelet and Windmuller’s expression, about their 
national flag carriers, especially when these are poorly managed and do not provide 
the service expected of them. Consumers nowadays are much more interested in 
reliable service and lower fares. Chris Tarry, however, raises an interesting point 
when he mentions that the demise of an airline is a rather complicated issue, as it may 
bring about a financial blow to the main airport of the country of the flag carrier, with 
the resulting consequences on employment, procurement in the area, etc. Brussels 
is an often cited example of a hub airport that was badly hurt by the demise of its 
main client, Sabena. This is especially true for the airports of Central Europe, where 
the proximity of many airports may eventually lead, in the eventuality of mergers, to 
their closure or downgrading. Vienna airport could turn out to be a case in hand, for 
instance, should Lufthansa ever buy out Austrian Airlines. This may explain why the 
Dutch Government and KLM management have insisted on making certain in the 
Air France-KLM deal that Amsterdam airport will retain all its services for a period 
of 10 years. 
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Another issue that airlines and alliances will have to deal with are the developments 
in aircraft technology. Large aircraft such as the Airbus A380, destined to be used on 
international high-density routes, will expand capacity and reduce costs by raising 
the overall number of passengers per flight. At the same time, new smaller aircraft 
such as Airbus A350s and Boeing 787s will allow competing alliances or merged 
airlines to provide direct services on long distance, thin city pairs such as San 
Francisco and Copenhagen or Hong Kong and Oslo. Today, no airline would dream 
of undertaking such a service, because it would require a Boeing 777 the carrier 
would be unable to fill. 


The Increasing Role of Low-Cost Carriers (LCCs) 


International routes remain generally more regulated than domestic markets, and 
while established carriers continue to dominate the international scene, in deregulated 
domestic contexts they seem to be losing ground to their low-cost competitors 
(Bilotkach, 2005), which tend to use the secondary, less congested airports of the 
major cities. Whether they are called budget, low-cost or no-frills airlines, the truth 
is that these new carriers have, if not seriously threatened, certainly challenged the 
pre-deregulation dominance of the established flag (Europe) and legacy (USA) 
carriers. By expanding their geographic reach into the A sia Pacific region (AirAsia, 
Freedom Air, Pacific Blue Airlines, Bangkok Air), LCCs have now penetrated all 
three of the world’s major air transport markets. They are thus bringing substantial 
new competition and their cut-price offerings have expanded demand considerably. 

In the past it was argued that low-cost service would provide an important 
source of competition as regarded the transportation of non-time sensitive or leisure 
travellers only, and that it would not have an important competitive impact on the 
market for time-sensitive travellers. But the growth of LCCs has shown this theory 
to be incorrect. 

The proof of their increasing market penetration lies in the figures: low-cost 
carriers carried 4% of all domestic and international passengers within Europe 
in 1999, and 10 % in 2004 (Heymann, 2004). This figure is expected to increase 
to 12-15% (Riley, 2003) or even to 20-25% (Heymann, 2004) by 2010, thereby 
confirming their role as major players in the European air travel market. In the 
US, where LCCs could potentially control more than 70% of the domestic market 
(Hansson et al., 2002), LCCs have added increasing pressure, forcing US legacy 
carriers to turn to new transatlantic services. 

Airlines are expecting LCCs to grow in relation to demand parameters: the US 
domestic market, for example, has to a large extent reached saturation point, with 
traffic expected to grow at only 2% per year, the lowest in all air transport markets 
(Heymann, 2004). The future looks more promising for LCCs in Europe, as annual 
traffic growth, fuelled by a higher population density as well as by an economic 
boom in Eastern Europe, is expected to reach 5.1%. It seems logical to forecast 
that such growth will mainly be concentrated on short-haul, hub-bypass, point-to- 
point routes within Europe — an ideal scenario for low-cost airlines. But during an 
interview for this book, aviation expert Chris Tarry took a different view, arguing 
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that as far as LCCs are concerned ‘all low hanging fruit has been picked’ and it will 
no longer be as easy to find new, profitable destinations as it has been in the past, 
especially because: 


LCCs are only using Boeing 737-800 with 187 seats on board, and even if you are giving 
the tickets away, you have city pairs where there are simply not enough passengers. 


LCCs have certainly democratised air travel. What was once an elitist privilege 
has, with deregulation, become affordable and available to those who would not 
ordinarily make a given journey or would choose a different means of transport. 
Many claim the traffic generated by LCCs is mainly new traffic, that is point-to- 
point, hub-bypass routes not served by the established carriers. However, the impact 
of LCCs on air transport has sprung not so much from the poaching of traffic from 
established trunk route carriers, but rather from their revolutionary business model, 
which has led to significantly lower fares and a change in passenger attitudes. By 
publishing their fares on the Internet, they have convinced both the general public 
and business travellers to search for value for money when buying air tickets. 
Business travellers have grown accustomed to the concept of discounted economy 
tickets and low-cost airlines not only because fares are low, but also because they 
offer ‘good value for money’. Furthermore, while the hub-and-spoke operations of 
the network carriers lower unit costs by increasing load factors, they also increase 
distances, raising the overall cost and time taken for the average journey. Non-stop, 
point-to-point flights to less congested airports, instead, significantly reduce the risks 
of flight delays and the inconveniences associated with loss of luggage. 

The LCCs’ radically innovative business model has enabled them to operate at 
half the cost of traditional network carriers. Some would argue that the source of the 
cost advantage of LCCs lies in their low personnel costs (Kleymman and Seristo, 
2004). Others support the idea that the lower operating costs of LCCs are not only 
a consequence of lower salaries or the use of cheaper airports, rather they are the 
result of a fundamentally different industrial and commercial approach based on 
a simple operating system of non-stop air travel to and from high-density markets 
(Hansson et al., 2002). The divergence in costs is evident across the board: pilots, 
onboard services, sales and reservations, maintenance, aircraft ownership, ground 
handling. Seventy per cent of the differences are attributable to business models, the 
largest contributing factors by far being the quicker business pace, leaner process 
complexity and lower distribution costs. A remarkably small proportion of the cost 
differential is ‘frills’-related (H ansson et al., 2002). As travellers are discovering that 
real qualitative differences are hard to find on the shorter-haul flights, the borders 
between ‘no-frills’ carriers and conventional network carriers are being eroded. 

The key differentiator between LCCs and conventional carriers is their network 
reach. Since the former do not (yet) offer intercontinental flights, they have mainly 
influenced competition on flights within a continent or region, on the ‘spokes’ of 
competing hub-and-spoke systems. Under pressure from LCCs, conventional 
carriers are now trying to cut their distribution costs by adopting Internet booking 
and electronic ticketing. 
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The role of LCCs seems to have become so important that some experts suggest 
cooperation agreements and even alliances cannot be excluded (Bilotkach, 2005). It 
seems futuristic but plausible that low-cost carriers may start feeding part of their 
traffic to long-haul markets, possibly entering into partnerships with ‘traditional 
carriers’ (Bilotkach, 2005). 

LCCs are expected to penetrate air transport markets further, expanding their 
geographic scope/reach and service offering. And established carriers will find it 
more and more difficult to cross-subsidise their loss-making traffic flows with profits 
earned in the protected markets left to them, such as intercontinental routes. 


New Patterns of Demand for Air Travel 


The successive shocks to air transport have led to a significant slump in demand 
and a completely different emerging demand pattern. Even business travellers, 
previously thought to be ‘totally price indifferent’, now look for better deals when 
buying air fares, especially in the short-haul intra-continental and/or intra-regional 
markets. Traditional carriers, especially in the EU and US, the drivers of alliances 
and consolidation efforts, need to consider whether the changes in demand have 
been caused by unpredictable geo-political conditions which sooner or later will 
revert back to a ‘business as usual’ state of affairs, or whether there has been a more 
lasting, fundamental shift to be dealt with. Either way, the situation demands serious 
appraisal, both in light of the expected stabilisation of overall traffic volumes in 
Europe and because the increase of traffic in the highly populated areas of Eastern 
Europe will be intercepted by LCCs. 

Airlines need to deal with the new attitudes emerging in the market, especially 
in the short-haul intra-continental and/or intra-regional sectors. And they need to 
deal with two threats. Firstly, the growing competition from inter-modal means of 
transport, and secondly, the behavioural changes in the demand patterns of both 
business and leisure travellers. 

In Europe, particularly Central Europe, airlines will register fluctuations in 
the transport markets of densely populated areas as the building of state-of-the-art 
motorways and railway corridors progresses further, to the detriment of air transport. 
Airlines now have strong competition from these other transport modes. There has 
been a rise in inter-modal competition by rail transport as a result of the construction 
of railway transport corridors (such as The Great Belt Bridge connecting Denmark 
with Sweden, which has created through-rail services between Norway, Sweden, 
Denmark and Germany. The crossing, which previously took 1 hour by ferry, can 
now be completed in just 7 minutes by train). Of course, inter-modal competition 
decreases as the distance travelled increases. 

It is estimated that 10-15% of air traffic in Europe could be absorbed by 
high-speed train connections (Iatrou, 2004). Airlines have concluded code share 
agreements with high-speed train services because with rail taking over shorter-haul 
feeder services, capacity for more profitable medium and long-haul intercontinental 
flights at the congested hubs would be freed up. It is estimated that extending short- 
haul routes to rail could free up to 5% of Frankfurt Airport’s 460,000 annual flight 
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movements, the equivalent of 1 year of growth (Airline Business, 2001). But while 
airlines rejoice at the idea of securing slots at congested hubs, giving up so many 
‘spokes’ of the hub-and-spoke structure would entail redesigning their whole network 
structure or even reconsidering their whole operating model. 

Airlines have for a long time relied on high-fare — and thus high-yield — business 
passengers for a large part of their revenues. Even if global GDP rises and some 
business travellers return to business class travel, the new behaviour and nature of the 
market means that levels will never return to those of the early 1990s. A 1998 survey 
by Barclaycard found that only 24% of respondents believed business class products 
provided good value for money. This figure fell to just 15% in 2004 (M ason, 2005). 
According to the UK Civil Aviation Authority, 25% of UK business passengers travel 
in economy class (OECD, 2000). Business travellers are no longer prepared to pay 
the high fares tolerated in the late 1990s. Both corporate and individual travellers are 
asking for lower prices, higher frequencies and simpler, more efficient services. 


Reasons Pushing Airlines to Merge 


Global airline alliances have developed in response to the increasing liberalisation 
of aviation markets and the drive for efficiency in international commercial activity. 
But with deregulation and liberalisation completed and airline alliances formed and 
established, carriers have still been facing anumber of serious problems: overcapacity, 
reduced yields and uncompressed costs. After the events of 11 September 2001 
almost all airlines proceeded to carry out massive capacity adjustments and cost- 
cutting programmes, personnel and wages reductions, but regardless of these 
measures most of them have been unable to prevent losses. Under the emerging 
realities and new threats, the need to limit costs and achieve efficiencies becomes 
even more compelling. 

In 1998, alliances were producing ‘sizeable cost savings’. At the time, strategic 
alliances were expected to enjoy as much as 70-80% of the benefits that would 
have been achieved through an outright merger. Alliances were promising to bring 
down costs, but the true magnitude of their effects in this sense appears to have 
been small. Analysts and airlines believed that alliances would achieve efficiency 
through synergies, since many of the elements which are present in a merger also 
appear in alliances, at least in theory. However, a decade of alliance cooperation has 
shown that while alliances may have succeeded in increasing traffic and expanding 
networks they do not seem to have scored highly in the area of cost reduction and 
operational synergies. Perhaps the main reason they have fallen short of the mark is 
due, as Chris Tarry believes, to a reluctance of small carriers to integrate, because of 
fears that becoming too dependent on alliances is tantamount to being bought out. 

The attractiveness of mergers lies precisely in the promise they hold, that is to 
deliver the efficiency that may result from commercially powerful and financially 
viable airlines as well as from a far more competitive and supple global airline 
industry. 
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Given the novelty of the phenomenon, there is still no widely and/or officially 
accepted definition of airline cross-border mergers. Mohamed Elamiri of ICAO has 
defined cross-border mergers as: 


Acquisitions or operational integration of airlines of different countries under a single 
holding company. 


The main difference between alliances and mergers has to do with ownership 
and control: mergers lead to a single entity, whereas alliances do not affect legal 
ownership and are based on revenue sharing and capacity coordination with loose 
links, with every company remaining independent. 

Airlines, like all global companies today, need to be fast, efficient, profitable, 
flexible, adaptable and future-ready, with a strong market position. As most 
experts agreed in a series of interviews conducted for the purposes of this book, 
the main drive behind mergers in the airline industry is ‘control’, whereas alliance 
partners have to ‘negotiate, compromise, convince’. According to Gilles Gantelet, 
of the European Commission, the main drive behind mergers is the need for ‘full 
operational and commercial control’ in order ‘to face the global situation at the 
global market’, because in a merger you have ‘one strategy, one executive board and 
you are developing all the products in the same way’. M ergers seem the only safe 
way to achieve synergies and secure a single strategy. Mohamed Elamiri believes 
mergers provide ‘a better control of operations’, whereas Michael Gremminger, 
of the European Commission, expressed the opinion that the main reason behind 
mergers is the need to achieve efficiency by reducing the cost base and improving 
the network. The main difference between alliances and mergers is that although 
they actually have the same aims, mergers offer a better level of control and achieve 
efficiency more quickly. A merger potentially allows 100% consolidation, while in 
alliances integration is much more limited. 

In other words, mergers can better achieve the objective for which alliances 
were formed. Alliances do not seem to have provided an efficient enough vehicle 
for the growth in earnings which the capital markets could require. Furthermore, 
such control could reduce airlines’ vulnerability to economic and competitive 
pressures and increase their flexibility to design a range of services. As Chris Tarry 
suggested, airlines need to come up with ‘more tailored products’ that will provide 
customers with choice, customisation and flexibility. The three alliances essentially 
differ only in identity and membership — otherwise they can be seen to be pursuing 
the same objectives. From a product point of view there is no real reason to prefer 
one alliance/airline over the other, since they are competing with similar tools and 
offering comparable products. Chris Tarry has often stressed that a strong financial 
performance will only be achieved when airlines align their products to the price 
passengers are prepared to pay. A merged entity with one strong management 
structure which decides ‘we are going in that direction’ seems to be in a better 
position to proceed towards redesigning products and services. 

Another survey (Iatrou, 2006) indicates that the major problems alliances are 
facing could be solved through mergers. Management difficulties, governance 
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hurdles, troubles in identifying a common ground — all such factors limit partners’ 
ability and flexibility to respond to a changing, dynamic market. 

There is no real precedent in cross-border mergers which enables researchers 
and analysts — or the carriers themselves — to assess their potential. The only close 
alternative is the background of US consolidation, and this is because of the sheer 
size of the US domestic market and that of the airlines involved in it. But US carriers 
did not have to bother, when merging, with issues such as national identity, state 
ownership or the possibility of losing traffic rights. Still, the merger experience in 
the US has certainly brought about two important results: market power produced 
through the exit of a competitor and cost savings from scale and scope economies. In 
the US, airline mergers also resulted in greater concentration at a reduced number of 
large hubs and the closing down or reduction of activity at smaller hubs, reallocating 
flights to the large hub. A merger wave in Europe could lead to the eventual 
closing down of second-tier hubs such as Ziirich, Amsterdam, Rome, Copenhagen 
or Vienna. US major airlines operate multiple hubs but they are geographically 
dispersed throughout the US, which enables them to serve different flows with 
each hub. Ordinarily, it makes sense for a merged company to focus on one hub, 
avoiding the hurdles of managing two airports situated as closely together as Paris is 
to Amsterdam, or Frankfurt to Munich. But European airports suffer from capacity 
restrictions, the territory is densely populated and the closing down of airports seems 
less viable. 


Chapter 2 


Learning from the Past, Looking at the 
Present: First, the Facts 


Airline alliances and mergers have a history of great instability and promiscuity. 
Typically, they are abandoned because management difficulties and/or divergences 
in partners’ needs, interests and tactics create the irreconcilable differences that 
lead to divorce. In the past, airlines, and especially the privatised, previously state- 
owned European carriers experimented with different partners after disentangling 
themselves from government protection policies and finding themselves face to face 
with the realities of the Single Aviation M arket in Europe. Smaller airlines joined 
forces, beefing up to match the majors. Others gave priority to long-haul routes 
and turned to US partners. Before 1995 the success rate of alliances measured just 
under three years. Some carriers even attempted cross-border mergers, building on 
geographical affinity and proximity or on historical and cultural ties. These first 
mergers ended badly. 

By the end of the 1990s, the global alliance picture had progressively stabilized 
around a few large groupings, each with one major European and one major US 
airline as their core members. Changes are certainly still taking place, but these 
global groupings remain stable. International aviation appears to be shaping into 
an industry increasingly dominated by large conglomerates, with smaller airlines 
forced to merge or join one of the alliances in order to survive. The latest trend to 
emerge involves a new round of cross-border mergers forged in the wake of the 
creation of a single European air transport industry. The acquisition of KLM by Air 
France is widely regarded as a landmark transaction likely to spur a European, or 
even global, wave of consolidation in the sector as other airlines establish similar 
cross-border unions. 


Past Airline Alliances and Mergers 


The first international alliance of recent times was formed in 1986 between Air 
Florida and British Island, with Air Florida feeding US originating traffic to code 
shared British Island’s flights on the London-A msterdam route. It is interesting to 
note that this first ever alliance was concluded on transatlantic routes, the area that 
was to lead the liberalisation effort. 
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Figure 2.1 Historic development of airline alliances and mergers 


Past Airline Alliances 


European Quality Alliance (EQA) In October 1989, Swissair and Scandinavian 
Airlines System (SAS), already partners in purchasing and maintenance ventures 
since 1958,' signed a cooperation agreement which led to the formation of the 
European Quality Alliance. Members included Austrian Airlines, in which Swissair 
had a 10% shareholding, and Finnair, for strategic cooperation in operational and 
marketing areas. Swissair and SAS had a 7.5% cross shareholding in each other’s 
stock. The alliance had joint operations at around 30 airports. 

Swissair was one of the first airlines to seek close ties with other airlines, in an 
effort to diversify risk, secure long term profitability and build critical mass. With 
Switzerland outside the European Union and a home market of limited potential and 
high labour costs, Swissair realized it needed to pull its partnerships into a grand 
global alliance. Swissair’s first move was to acquire a controlling stake in Sabena, 
the Belgian flag airline, and thus gain a foothold in the European Union. But this 
move displeased SAS, which aside from occasional traffic fed from its Scandinavian 
hubs into Zurich and Vienna, had always remained distant. 

The group was composed of two larger and two smaller airlines whose contributions 
largely complemented one another. Nonetheless, the danger of potential conflict due 
to network overlap did exist. Furthermore, it was a regional alliance lacking the 
network clout an intercontinental alliance could offer. As a middleweight airline, 
Swissair was the most influential member of the alliance and appeared to be its 


1 KSSU, a consortium comprising KLM, Swissair, SAS and UTA had been offering 
joint maintenance and fleet planning for wide-body aircraft (DC-10 and B 747) from as early 
as 1969. 
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driving force, pushing for greater integration. This was a goal not all partners shared, 
and one some even feared. Compared to other airlines, Swissair had low global 
coverage appeal. Finnair and SAS dropped out because they were not closely tied 
to the EQA and because linking up with Lufthansa provided them with a potentially 
better option offering more benefits and greater value (Suen, 2002). 

The 1995 agreement — which did not involve equity — between Lufthansa and 
SAS to connect their traffic systems and combine route networks put an end to 
SAS’s role in the EQA. As a result, Swissair and Austrian Airlines intensified their 
relationship and Sabena joined the Swissair camp. 


Global Excellence The first truly global alliance was formed between Delta A ir 
Lines, Swissair and Singapore Airlines in 1989 and involved each of the partners in 
an equity exchange of up to 5% of their respective shares. Despite the cross-holdings, 
designed to bind the airlines together, the partners did not start code sharing until 
April 1995. The alliance was joined in 1995 by Austrian Airlines, Swissair’s partner 
in EQA, possibly as part of an effort to integrate EQA and Global Excellence, or in 
other words an intercontinental and a European alliance. By combining the route 
networks of the EQA and Global Excellence, the constituent airlines were able to 
establish a hub-and-spoke pattern in the intercontinental arena and develop a strong 
presence in three important regions, namely Europe, the US and Asia/Pacific. 

The beginnings seemed very promising, as the relationships between the three 
had started as separate ventures. They were all quality-driven, enjoying a reputation 
for premium service and dedication to customer needs. Moreover, Delta Air Lines 
and Swissair had similar fleet types made by McDonnell Douglas, leading them 
to consider an interchange of flight deck crews. The partners had code share and 
block space agreements, round-the-world fares and FFP cooperation, in addition to 
schedule coordination, which allowed connecting flights to operate more effectively. 
Through check-in, shared ticket offices and, occasionally, joint passenger and cargo 
handling at some airports were added advantages. Furthermore, the alliance aimed 
at achieving alignment of the partners’ reservation systems. A number of projects 
including package tours, a small parcel delivery service, more integrated passenger 
and cargo handling, combined use of ancillary services and broader, more intense 
cooperation on the commercial front were likewise being considered. 

There were also discussions and teaming agreements on a bilateral basis, such 
as the crew exchange scheme between Swissair and Delta Air Lines. The alliance 
managed to receive five-year antitrust immunity from the US DOT, which allowed 
them greater freedom of collaboration, particularly in terms of pricing. 

One very interesting aspect of this alliance was the fact that its three mainstays — 
Delta Air Lines, Singapore Airlines and Swissair — had established the Zurich-based 
company DSS World Sourcing, a joint venture involved in the supply chain. This 
venture combined the purchasing power of the three big airlines to get lower prices 
on items ranging from in-flight amenities to computers and office equipment, crew 
uniforms and fuel. It remained in place even after code sharing was terminated. 

In November 1997 the alliance suddenly collapsed when Singapore Airlines 
signed a commercial agreement with Lufthansa which included code sharing and 
joint marketing. Singapore A irlines defected because the alliance was ‘unproductive’ 
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and because Lufthansa could offer greater benefits by making Singapore its primary 
hub in Asia (Suen, 2002). 

The partners of this alliance had come together for different reasons and with 
different agendas in mind. They fell short of realizing a truly strategic alliance with 
common, long term goals (Doganis, 2001), instead limiting themselves toa multilateral 
entity focused primarily on commercial cooperation schemes ranging from FFP to 
special pro-rate agreements and interlining. Despite their eight-year relationship, 
various shortcomings prevented them from becoming either operationally integrated 
enough to benefit from synergies, or interdependent enough to form natural exit 
barriers (Suen, 2002). Delta Air Lines for one had seemed overly reluctant to move 
quickly on issues of cross-access to customer databases, the rationalisation of fixed 
assets such as airport terminals and lounges, and joint CRS distribution. Similarly, 
Swissair and Singapore Airlines never code shared and even directly competed on 
trunk routes such as Zurich-Singapore. SingaporeA irlines withdrew precisely because 
the partnership lacked overall strategic ambition, preferring to join Star Alliance, 
which seemed more compatible with its individual services and structures. 

Despite its eventual demise, however, Global Excellence remained the epoch- 
making forerunner of all other global alliances. 


Alcazar Project Believing there was ‘no future for the smaller players in Europe’ 
unless they were fully integrated into a strong alliance, in 1993 Swissair led an 
attempt to merge four European airlines, in an effort to focus on gaining critical 
mass within a liberalized European market built around several hubs in Europe. 
All the operators were of comparable size, with three - SAS, Swissair and Austrian 
Airlines - already linked partially in a marketing capacity through the European 
Quality Alliance. The fourth partner was KLM. The four airlines would fuse together 
into a single, jointly managed and owned airline. 

It was difficult, however, to reconcile a full global alliance with the existing and 
potentially conflicting partnerships held by the four airlines. Swissair had stakes in 
several European airlines, including TAP Portugal, in addition to a three-way equity 
swap with Delta Air Lines and Singapore Airlines, while KLM was integrating US 
services with Northwest Airlines. If the Alcazar - an acronym for ‘Alone carriers 
zigzag at random’ (Knorr and Arndt, 2003) or, according to others, the four-sided 
Moorish fortress in Spain chosen as a namesake (Staniland, 2003) - alliance 
had gone ahead, it would have solved the problems of scale that were worrying 
Europe’s smaller national airlines. The four airline group would have scored sales 
higher than even those of the US groups, ranking well within the world’s top ten 
airlines for scheduled-passenger numbers and traffic. It would have formed E urope’s 
second largest airline after British Airways, with a traffic system based on a multi- 
hub network built around Amsterdam, Copenhagen, Geneva, Oslo, Stockholm, 
Vienna and Zurich, hence enabling it to offer customers services to over 200 online 
destinations. 

Political concerns about the future of the national airlines were the main factor 
that put an end to the project. Because the smaller partner, Austrian Airlines, would 
have held only a 10% stake in the venture, while other partners were to take 30% 
each, fears arose that Austrian national interests would be overwhelmed and that a 
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full-blown merger and subsequent rationalisation would result in a loss of jobs and 
the possible closure of Vienna as a hub. Thus, Austrian Airlines decided to opt out 
and instead take part in a cooperative agreement on offer from Lufthansa which 
covered scheduling and some technical and operational areas but stopped short of 
an equity stake. 

The underlying problem was the inherent tension between, on the one hand, 
the desire of small-country airlines to protect their market-bases against larger 
competitors and, on the other, the equally insistent imperative of gaining access 
to large markets outside the European Union. KLM’s focus was primarily on the 
intercontinental market and its international partnership, whereas the other three 
carriers were interested in building a strong home market together first, as a prelude 
to an increased market presence abroad (Staniland, 2003). A fter 1993, all four parties 
in the Alcazar Project adopted strategies that involved a preferential relationship 
with a US airline, sometimes in partnership with a large European airline. 

This eastward expansion was another factor contributing to the collapse of 
the project, as it bred divergence on the choice of a US partner. KLM stood by 
Northwest Airlines, largely because their alliance already had the advantage of 
antitrust immunity. Swissair, on the other hand, was unwilling to give up Delta Air 
Lines, which was financially better off than Northwest A irlines and had amuch more 
extensive network into Europe. 


Atlantic Excellence Swissair, Sabena, Austrian Airlines and Delta Air Lines 
launched their alliance on the North Atlantic market in 1998. Delta Air Lines’ four- 
way Atlantic Excellence had won US antitrust immunity and was considered at the 
time to be one of the most successful alliance arrangements in the world. The three 
European airlines of the initiative were also allies in the Swissair-led Qualiflyer 
Alliance. The other two allies, TAP Portugal and THY Turkish Airlines, were not 
invited to participate in Atlantic Excellence because neither Portugal nor Turkey 
had open skies agreements with the U nited States. The major benefit of this alliance 
was its US antitrust immunity and the open skies agreements between the US and 
the three European nations. The four partners established a revenue pool for traffic 
crossing the North Atlantic, according to which revenue generated by routes to 
and from the United States and Zurich, Brussels and Vienna was divided up and 
shared according to a pre-established formula. Fixed quotas of seats on flights were 
abandoned and each carrier had access to all available seats, thereby introducing 
the ‘free flow’ (or ‘sell & report’) method now quite customary in code sharing 
agreements. The partners offered identical fares and used the same booking codes 
and categories across the A tlantic. It was claimed that traffic and bookings increased 
once the partnership became fully operational. The allies also established a common 
yield management structure in Atlanta. In their effort to enhance integration they 
even began placing joint orders for aircrafts, within the framework of a fleet 
harmonization scheme. 

While the alliance was looking for partners to expand, in J une 1999 Delta Air 
Lines abandoned its partner Swissair and the alliance itself. A few months later 
Austrian Airlines followed suit and announced its adherence to the Star Alliance. 
Delta Air Lines formed an exclusive, long term strategic agreement with Air France, 
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whom Swissair regarded as its major competitor. The final blow to the Atlantic 
Excellence alliance was struck when Austrian Airlines (no doubt tired of waiting 
for Swissair to decide on a new strategy, and having found a better deal elsewhere) 
distanced itself from the SAir Group. The Alliance was scaled back to the European 
components of SAir Group and the Qualiflyer alliance itself, though Swissair and 
Sabena did compensate for the one essential missing aspect by swiftly concluding a 
code share agreement with American Airlines. This new relationship was awarded 
US antitrust immunity. 


Qualiflyer The founders of the Atlantic Excellence alliance negotiated a series of 
code share and frequent flyer agreements with other European airlines, including 
Crossair (a subsidiary of Swissair), Air Europe, Air Littoral and members of the 
Qualiflyer alliance. Qualiflyer was built in 1998 around the SAir Group, Swissair’s 
parent company, the other members being Sabena, Austrian Airlines, TAP Portugal, 
THY Turkish Airlines and AOM /Air Liberté. These were later joined by the Italian 
Volare Group, the number two operator in Italy at the time, as well as by Portugalia 
Airlines and LOT Polish Airlines. 

The Qualiflyer alliance agreement provided for joint purchasing programmes, 
including fleet, fuel and on-board consumables, common IT projects, cargo 
handling and marketing, aircraft maintenance and overhaul, passenger handling 
and duty free sales, frequent flyer programme benefits and joint lounge facilities, 
as well as improved transfers at the alliance’s multiple hubs. It should be noted that 
Swissair and Sabena took a step towards complete integration in J uly 1999, with the 
launching of a single airline management group to run their flying operations. Other 
members of the Qualiflyer group would gradually be invited to join and contribute 
their own services. It seemed at the time that the partners were getting ready to 
further cement their alliance, as they were on the brink of pooling their assets and 
using them jointly. Swissair had insisted on building the alliance by purchasing more 
substantial shareholdings in a number of airlines it was hoping to secure as long term 
allies. As it turned out, cross-shareholdings were not enough to effect this outcome. 
A major problem was the lack of a transatlantic link, given that Swissair’s ties with 
Delta Air Lines had come undone and cooperation with American Airlines never 
really progressed beyond the tactical stage. Although this alliance was much smaller 
than the global groupings led by British Airways, KLM and Lufthansa which were 
taking shape at around the same time, each of the partners had a strong grip on 
its own home market. On the other hand, despite the sizeable international route 
networks of some of its members, Qualiflyer was really just a large regional alliance 
whose partners were all based in Europe. The group drew most of its members from 
small- to medium-sized European based airlines, and with only 4% of the world’s 
scheduled passenger traffic (Airline Business, 2001) its share of the vital and 
profitable intercontinental markets was minimal. The break-up of the alliance thus 
had an almost negligible impact on the international airline industry. 

What distinguished Qualiflyer from other alliances was that it had established 
a webbing system of routes and a multi-hub structure around the whole of Europe 
which consisted of a series of several small hubs (see Figure 2.2). This system was 
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Warsaw 





Figure2.2 Qualiflyer hub system 


supposed to benefit customers by minimising total travel time and by offering a 
wider, denser range of destinations and frequencies. 

However, Qualiflyer lacked the bilateral code share arrangements woven around 
a common commitment by its members, a feature which became typical of all other 
alliances. On the FFP front, Qualiflyer managed to integrate to a level that had never 
been achieved before in the loyalty systems of the majority of its members, given 
that Swissair maintained a tight control over customer databases and overall policy. 
This courageous step forward, while certainly a breakthrough, was not enough to 
keep the alliance alive. 

With Swissair going bankrupt in October 2001 and Sabena following suit a 
month later, the core members of the alliance were grounded and the alliance ceased 
to exist. It was officially dissolved in February 2002. This disbandment signalled the 
end of one of the most interdependent and innovative alliance groups. Swissair had 
acted as the nucleus of the alliance, owning an equity stake in most of its partners. 
It had also attempted to coordinate fleet plans with many Qualiflyer partners who 
were customers of Flightlease, Swissair’s leasing subsidiary. Ultimately, Swissair’s 
aggressive policy of acquisitions was a catalyst in the failure. By insisting on 
acquiring stakes in small and financially unstable airlines, it was exposed to financial 
risk when the time came to sustain and to an extent subsidise these airlines. Crisis 
stuck for all airlines after September 11, 2001 and Swissair, which suffered huge 
losses, was unable to muster the resources necessary to save itself. 

Qualiflyer was also the first multi-airline alliance to go beyond joint FFP and code 
share and establish a joint subsidiary, owned in equal proportions by all members, to 
develop, purchase and oversee the ground handling of their flights at several airports 
in Europe. 

The table below presents the members of the Qualiflyer alliance and the market 
share they had captured by September 2001. From the figures it is evident that 
Swissair and Sabena were the dominant allies, holding 40% of the total market share 
of the alliance. Once they faced financial problems the alliance was doomed to fail. 
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Table2.1 Qualiflyer 





























Core Members Passenger traffic & shares 2000 Group 
Date Traffic (RPK) Passengers sales 
joined billion share million share $ bn 
Swissair Mar-98 35.9 1.2% 15.1 0.9% 9.6 
Sabena Mar-98 19.7 0.7% 10.9 0.7% 2.2 
Turkish Airlines  Mar-98 17.4 0.6% 12.0 0.7% 1.5 
AOM/Air Liberte — Mar-98 15.6 0.5% 73 0.4% 1.2 
TAP Air Portugal Mar-98 10.4 0.3% 53 0.3% 1.0 
Volare Group Mar-99 7.1 0.3% 1.9 0.1% 0.3 
LOT Polish Jan-00 5:7 0.2% 2.8 0.2% 0.7 
Crossair Mar-98 33 0.1% 6.3 0.4% 0.8 
Air Littoral May-00 0.8 0.0% 1.5 0.1% 0.2 
Portugalia Jan-00 0.8 0.0% 1.0 0.1% 0.1 
Total 117.5 3.9% 64.1 3.9% 17.7 





Note: Traffic is for parent and not group operation 
Source: Airline Business 2001 
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Figure 2.3 Qualiflyer passenger traffic (RPK ) 


‘Wings’ This was the tentative name (never officially sanctioned) chosen for the 
alliance between KLM and Northwest Airlines, later joined by Alitalia and with 
Continental Airlines as an affiliated partner. Sitting on a small domestic market, 
KLM eventually found itself being forced both to restructure and look for powerful 
European and North American partners, in order to achieve global reach and secure 
access to the stream of transatlantic traffic (which accounts for one third of world 
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traffic). Thanks to its investment in N orthwestA irlines- KLM had 25% of Northwest 
Airlines’ voting shares and 49% of its equity - the Dutch flag carrier was able to launch 
a solid cross-Atlantic alliance in 1989. Once antitrust immunity was granted by the 
US DOT in November 1993, the two airlines were able to take joint decisions on 
capacity, scheduling and pricing. KLM and Northwest Airlines managed to develop 
a far-reaching alliance framework with common branding, purchasing, revenue 
management, FFP and sales force (in Europe and the US), although the equity stake 
that KLM had in Northwest Airlines was sold after disagreement over the control of 
Northwest Airlines. In fact, while Northwest Airlines was repurchasing its stake by 
means of a four-step process, the alliance seemed to gain momentum. The two airlines 
cooperated closely on transatlantic flights (for example by coordinating schedule 
planning) and on beyond-hub code shares, setting up a joint venture to share profits 
and losses. In 1999 Northwest Airlines bought a stake in Continental Airlines, in a 
move towards further-reaching operational alignment which included code sharing 
and frequent flyer cooperation. The previous year, KLM and Alitalia had concluded 
a parallel, complex agreement, the first cross-border merger of its kind, which was 
nonetheless organised according to a virtual framework designed to preserve the 
airlines’ identities and comply with regulatory demands. The alliance in question 
foresaw a three-hub operation, with Amsterdam Schiphol and the soon-to-be-opened 
Milan-Malpensa sharing the leading role. The combination seemed well balanced: 
the Dutch needed a larger marker to feed their growing (but growth constrained) 
hub; the Italians wanted support in developing Malpensa and needed the long-haul 
scale and expertise that KLM could bring. They launched passenger and cargo joint 
ventures, managing the operations and marketing of both airlines in unison, with 
the aim of progressively sharing costs and revenues system-wide and eventually 
achieving a common overall platform. Alitalia had also been a long-standing code 
share partner of Continental Airlines. The two carriers obtained anti-trust immunity 
(together with Northwest Airlines) from the US DOT and a green light for the merger 
from the European Commission Competition Authority. However, KLM and Alitalia 
ended their partnership in April 2000, and had completed de-merging by August 
of the same year. As a result, the tripartite code share between KLM, Alitalia and 
Northwest A irlines was abandoned. Following the breakdown, the future of ‘Wings’ 
became shaky, despite N orthwest Airlines and KLM 's insistence that they wanted to 
continue developing it. 

Although it had been the first strategic partnership to be established, the alliance 
was subsequently unable to extend itself much beyond KLM and Northwest Airlines, 
in spite of several efforts to bring in various airlines (such as KLM UK, Braathens, 
Eurowings, Air Europa, Regional Airlines, Air Alps, Kenya Airways and Malaysia 
Airlines). For some time, it survived in the reduced form of a basic partnership 
between KLM and Northwest Airlines, with Continental Airlines remaining an 
important partner for both allies. At the same time, a trilateral alliance among 
Northwest Airlines, Continental Airlines and Delta Air Lines began to take shape. 
Then, after several discussions with British Airways and Air France, the Air France- 
KLM alliance was announced in 2003. ‘Wings’ was dissolved and KLM, Northwest 
Airlines and Continental Airlines joined SkyTeam. 
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KLM and Northwest Airlines shared a ‘Worldwide Reliability’ logo on the 
fuselages of their planes, tickets, timetables, advertising materials and in-flight 
service amenities. In 1993 all KLM flights on North Atlantic routes to and from 
the US began to be operated as a joint venture with Northwest Airlines. Round- 
trip flights from Amsterdam to Minneapolis/St Paul, Detroit and Boston were run 
by both carriers, while KLM operated the Amsterdam-Detroit route and Northwest 
Airlines operated routes between Amsterdam and Minneapolis/St Paul, Detroit and 
Boston. In this way, Northwest Airlines’ domestic service from 88 inland US cities 
was linked to 30 cities in Europe and the Middle East. A route network connecting 
around 360 cities in 78 countries and six different continents was established. 

The Netherlands and the US recorded the largest percentage of growth in 
direct traffic (Williams, 2002) as well as in the numbers of passengers travelling 
between Amsterdam and US cities. The partnership boosted the once sleepy 
Amsterdam-Detroit route by over 50%, with most passengers headed for smaller 
final destinations. Of the 64 weekly flights in 1988, 41 served Chicago, New York 
and Los Angeles, while by 1998, 49 of the total 107 weekly services were destined 
for Atlanta, Detroit and Minneapolis. Prior to the open skies agreement, there were 
no direct flights from Amsterdam to either Detroit or Minneapolis. A side from the 
doubling of frequency between 1998 and 2001, considerable re-routing of traffic 
via the hubs of Northwest Airlines occurred. J ust how substantial the traffic passing 
through Northwest Airlines’ hub in Detroit had become was clearly apparent from 
the five daily services operating from A msterdam in the summer of 2001. 

There are researchers who believe that because ‘Wings’ did not have members 
from each region of the world, it could not be regarded as a truly global strategic 
alliance. The group lacked partners in Asia and South America, and although the 
relationship between members appeared to be stable, a lack of global reach forced 
them to look further afield. Activity seemed to gravitate essentially around the 
KLM-Northwest Airlines joint venture, with little being done management-wise 
to introduce and involve other airline partners in the alliance. The transition from 
bilateral to multilateral never really occurred. 

The Dutch airline eventually relinquished its ambitions to form a global grouping 
with Northwest Airlines and instead entered SkyTeam, thereby adding its weight to 
what would soon be Europe’s leading airline group. 

The table below shows the members of ‘Wings’ and data relating to their 
respective revenue passenger kilometres (RPK ), passenger volumes and revenues at 
the time they joined the alliance. 


Table 2.2 ‘Wings’ 

















Date Pax traffic Passengers Revenue 
joined RPK million million $ million 
KLM Jun-89 57,845 16 6,015 
Northwest Airlines Jun-89 117,733 54.1 9,905 
Total 175,578 70.1 15,920 
World share 6.0% 4.0% 4.5% 





Source: Airline Business 2003 
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Past Airline Cross-border Mergers 


Iberia-Aerolineas Argentinas One of the first attempts to establish cross-border 
links was undertaken by the Spanish airline Iberia when, in 1990, it announced a 
plan to establish itself as the leading European carrier on routes to South America. 
Spain had cultural and ethnic links with Latin A merica and Iberia had developed an 
extensive network to the region. It sought to take advantage of the privatization of 
several South American airlines occurring at the time, by acquiring 85% in Aerolineas 
Argentinas and investing in minority stakes: 45% in VIASA of Venezuela and 37% 
in LADECO of Chile. In the process, it also took management control of A erolineas 
Argentinas and VIASA. Within this framework, it established three regional hubs in 
Miami, Santo Domingo and Buenos Aires, which were fed by intercontinental flights 
from Madrid and then provided onward connections within the subcontinent. 

The investment was a disaster fora number of reasons including costs, management 
problems in cooperating with the South American partners, the failed operational 
viability of the Miami and Santo Domingo hubs, and the general economic situation 
in that part of the world. VIASA has since disappeared, LADECO merged with 
former competitor LAN Chile, and Aerolineas Argentinas, in which Iberia held a 
stake until 2001 (albeit a minority one after 1996), is now controlled by another 
Spanish consortium with no links to Iberia. With the benefit of hindsight, Iberia 
now admits the investments were carried out on the basis of political rather than 
financial or operational reasoning and that the companies it invested in basically 
lacked financial substance. 

Possibly the most interesting aspect of the merger attempt was that the bilateral 
contractors departed from traditional ownership and control requirements and left the 
designation of Aerolineas Argentinas unchanged, despite the change in ownership 
and therefore nationality. While Iberia’s ownership of Aerolineas Argentinas was 
permissible under Argentina’s domestic law, which allows foreign airlines and/or 
other investors to own up to 70% of an Argentinean airline, it conflicted with the 
nationality clause in the US-Argentine bilateral agreement under which Aerolineas 
Argentinas held traffic rights to the US. The Argentinean government welcomed 
the Iberia deal for the infusion of capital it gave Aerolineas Argentinas, while the 
US went along with the arrangement because the Argentinean government granted 
expanded traffic rights that benefited US airlines operating in Argentina. Even when, 
as a result of the 2001 buyout, Aerolineas Argentinas came under the control of three 
Spanish businessmen who already owned the Argentine charter airline Air Comet, 
the US DOT remained silent.’ 

Now that Iberia has successfully undergone privatization (in A pril 2001) and has 
for ten consecutive years enjoyed good financial performances despite the industry 
crisis, it is reviving its strategy of investing in Latin American airlines. Since the 
1990s things have changed not only for Iberia but also for the traffic in the area and 
the industry in general. Firstly, as regards the factors that drove the initial effort, 
Spain’s cultural and ethnic connections with the region have if anything increased, 


2 This happened again during the acquisition of Ansett Australia by Air New Zealand. 
The operation did not have negative regulatory repercussions on the Australian airline. 
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as shown by the carrier’s many direct flights - about 30% of Iberia’s traffic connects 
to its extensive L atin network - and Spain’s huge investment in the continent, which 
matches that of the US. Secondly, in terms of competition the Air France/KLM 
entity has overtaken Iberia in the Europe-Latin American market, accounting for 
a combined 20% share, while Iberia has fallen to second place with 17% (Pilling, 
2005). Iberia believes that mergers and acquisitions will boost non-stop connections 
and restore the carrier’s leadership in this market. A third factor involves Iberia’s 
desire to strengthen its position within the oneworld alliance and help it consolidate 
its position in Europe: Iberia’s strong presence in Latin America is its unique 
strength, the asset that made it appealing to oneworld. And a final element regards 
developments within Latin America itself: the Summa initiative for a domestic 
alliance and LAN’s ambitions to integrate a number of Latin A merican airlines into 
the first pan-L atin A merican carrier could leave European and US airlines out of the 
game of intra-continental and cross-border integration. 

A natural first target for Iberia’s strategy could have been M exico, one of |beria’s 
strongest Latin American markets, where a government attempt to privatise the 
country’s main carriers, Aeromexico and M exicana, succeeded only with the latter.* 
However, it appears no move in that direction has yet been made, or at least not 
publicly. 


KLM-Alitalia The KLM-Alitalia alliance launched at the end of 1998 was aimed 
at creating two joint venture companies, one for passenger services and the other 
for cargo operations. The plan was signed shortly before the opening of the Italian 
airline’s new M ilan hub at M alpensaA irport, which KLM wanted to make its second 
hub in Europe. At the time, KLM was discussing a possible merger with British 
Airways and Alitalia was conducting talks with Air France and Swissair. A deciding 
factor in the KLM-Alitalia alliance was the complementary, non-overlapping nature 
of their home markets, a feature neither Swissair nor A ir F rance could match. W hereas 
KLM’s other potential partner, British Airways, seemed unwilling to give up the 
London-H eathrow slots that EU anti-trust authorities would likely have objected to 
in the event of a tie-up between the carriers, given their network overlap. 

KLM lacked critical mass within Europe but had transatlantic links with Northwest 
Airlines. Such a bond was unique in that it enjoyed US antitrust immunity and had 
begun much sooner than other alliances to boost the number of joint services and 
code share points, in addition to coordinating schedules and pricing and marketing a 
joint business class product. A litalia’s contributions to the merger, on the other hand, 
included the access it provided to the fourth largest domestic market in Europe, and 
the use of its new hub. This sizeable market was to a large extent under-served, with 
a surprisingly limited long-haul service, given the wealth of the North Italian market. 
KLM had the network skills to exploit it. And the new Milan-M alpensa hub could 
benefit from a US tie-up, since Milan, a gateway to northern Italy’s rich industrial 
areas, was an attractive destination for US carriers. Finally, a KLM-Alitalia merger 
would be a merger of quasi equals, thus minimizing the potential for friction. 


3 In December 2005, the M exican hotel company Grupo Posadas acquired M exicana’s 
majority stake. 
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The merger was approved by the EU competition authorities on the grounds that 
it involved little overlap between partners. Apart from having to give up a relatively 
small number of slots in Amsterdam to open up competition on routes between 
the Netherlands and Italy, the partners were left quite free to create a new merged 
entity. 

The KLM-Alitalia agreement went further than any other global alliance in 
integrating the two companies’ operations without being a full merger. Each partner 
became responsible for sales and marketing in its home market, but in third countries 
the two airlines opted for a combined presence, operating joint check-in desks, sales 
offices and lounges. A jointly appointed ‘Network Organizer’ (something like a 
Chief Operating Officer, in fact) was to provide a unified management structure for 
the two joint ventures, to which the airlines would contribute their existing fleet and 
staff — and those of its close subsidiaries — as service providers. Eventually the two 
carriers intended to completely integrate management, share profits and make joint 
fleet and investment decisions. This agreement, once fully materialized, would have 
been the closest two European airlines had ever come to a ‘virtual merger’, after the 
Swissair-Sabena ‘virtual merger’ which never actually got off the ground. 

In April 2000, KLM decided to terminate the alliance and the former partners 
began a legal battle involving millions of euros in damages. The Dutch arbitration 
tribunal handling the legal dispute between KLM and Alitalia over the termination 
of their alliance agreements concluded in 2002 that KLM’'s termination of the 
agreement with Alitalia was a contractual breach and as a result the Italian carrier 
was awarded damages of €250 million plus interest. 

The continuing uncertainty over M alpensa’s future growth and the Italian non- 
fulfilment of the conditions for the Italian airline’s privatisation prompted KLM’s 
decision to pull out of the alliance. KLM also complained that the airport had been 
plagued with problems, including a poor on-time record and long waits for baggage. 
According to some analysts (Agusdinata and De Klein, 2002), the hurdles which 
arose were due less to the problems, operational inefficiency or unreliability of the 
Milan airports than to the fact that M alpensa was supposed to be one of the alliance’s 
hubs, and therefore crucial to the alliance, yet its future development remained 
uncertain because of environmental regulations. Other analysts suggested the de- 
merger was mainly due to the incompatibility of company and national cultures and 
to the lack of commitment from the Italian partner (K leymann and Seristo, 2004). 
At any rate, it is certainly true that Malpensa airport was never overly popular with 
travellers, who preferred Milan’s second airport (Linate), which lies closer to the 
city. The new M alpensa hub lacked efficient transport links and in comparison with 
other hubs in the region it had insufficient long-haul connections. 

One year after their break-up, and after searching in vain for new partners, the 
Dutch and Italian flag carriers resumed talks about a possible revival of the alliance, 
but these ended without agreement. Fifteen months after the KLM-Alitalia merger 
collapsed, Alitalia signed a wide-ranging joint venture alliance with Air France. 
Three years after the break-up, Air France’s acquisition of KLM, the largest E uropean 
airline transaction in history, was announced. KLM and Alitalia have thus once more 
thrown their lots in with one another, despite their past problems. A statement by 
KLM's CEO Leo van Wijk may throw some light on this revived tie-up, suggesting 
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as it does that the KLM-Alitalia merger was designed all along to provide some added 
weight in alliance talks then heating up in Europe and lead to close cooperation with 
one of the major European players: 


There was a joint understanding between KLM and Alitalia that we were entering the 
endgame... This was a strategic move to provide a joint negotiating position with either 
Air France or British Airways. (Baker, 2004) 


Air New Zealand-Ansett Australia After numerous attempts which were continually 
thwarted by restrictions posed by the regulatory authorities, in February 2000 Air 
New Zealand acquired full ownership and control of Ansett, Australia’s second 
largest airline after Qantas. Singapore Airlines was also interested in acquiring 50% 
of Ansett, but Air New Zealand used the first rights it had enjoyed since 1996 as the 
owner of the other 50%, to block Singapore Airlines and purchase the remaining 
equity itself. 

Australia’s government approved the 100% buy-out of Ansett Holdings by 
50% shareholder Air New Zealand in the belief that it would contribute to strong 
competition in theA ustralian market. For this reason, it laid down conditions stating 
that Ansett Holdings’ companies would remain incorporated and largely based in 
Australia, and that at least one quarter of the Air New Zealand board members must be 
Australian nationals. TheGovernmentalso stipulated that there must be no ‘significant 
reduction in employment in Australia’. In addition, no regional destinations served 
by Ansett or its subsidiaries were to lose service, although service changes within 
the current network were being allowed following government consultation. Under 
this agreement, Air New Zealand and Ansett Australia were to come together under 
a single business structure, while remaining separate entities operating “under their 
own brands in their own markets using the complementary strengths of both A nsett 
and Air New Zealand in their respective home markets’. The move coincided with 
Star Alliance partner Singapore Airlines’ purchase of 16.7% of Air New Zealand, 
bringing its total stake to 25%. 

The merger began under the best auspices: the acquisition of Ansett Australia 
by Air New Zealand did not change the regulatory status of Ansett as an Australian 
airline. The two airlines’ route networks were ‘essentially complementary’, as 
European flights were mostly operated by Air New Zealand and Asian services were 
flown by Ansett International. The formation of a strong new Australasian airline 
group, brought about by increasing A nsett’s size and profile, would make it possible 
to compete with Qantas on equal terms. Both members of Star Alliance, the partners 
believed that the merger would give them a stronger domestic presence in Australia 
and New Zealand, enabling them to expand their international markets by offering 
direct services to more airports in A ustralia, New Zealand and the South Pacific than 
any other airline and thus enhance the enlarged group's ‘increased attractiveness as 
an Australasian airline system operator in international and global alliances’. 

Air New Zealand’s ambitious foray into A ustralian territory ended in September 
2001 with the failure of Ansett and the near-collapse of the parent Air New Zealand 
group. Six months after the sale, the Civil Aviation Safety Authority grounded six of 
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Ansett’s planes on safety grounds - a rather ironic end for an airline previously rated 
as the second safest in the world after Air Canada. 

Ansett prospered from the post-war era until the 1980s. Years of under-investment 
and other issues left it with troubles that were simply too big for Air New Zealand 
to overcome. Unlucky investments such as a share in US airline America West, 
which filed for bankruptcy but survived, and its Hamilton Island resort, which went 
into receivership, took their toll. Ansett disposed of non-core assets and was the 
official sponsor of the 2000 Sydney Olympics, but liquidity problems re-surfaced. 
Furthermore, the company was ill equipped to compete after having been asset- 
stripped by its previous owners (it had the second oldest fleet among the top 50 
established airlines in the world) and then sold to Air New Zealand. Ansett had also 
been hit hard by tough pricing competition from Qantas and a succession of start-up 
airlines, a weak currency and excessive fuel costs that dragged economies down all 
over the world. It ceased operations permanently on 4 March 2002. 

The New Zealand Government stepped in to save its flag-carrier and in effect re- 
nationalised Air New Zealand (which was first privatised in 1989), pouring in $364 
million to bail it outin return for an 83% stake. SingaporeA irlines was also damaged 
by the affair and saw its Air New Zealand stake dwindle to 4%. 

At the time of the Air New Zealand-Ansett union, Qantas controlled around 
54% of the domestic Australian market. Ansett accounted for 39% and Virgin Blue 
covered a further 6%. Following Ansett’s demise, Australia has been left with two 
main carriers in the domestic market: Qantas with its 77% share, and discount 
newcomer Virgin Blue with about 13%. 

According to aviation experts a merger would still make sense, as A ustralian 
and New Zealand airlines serve areas which are geographically remote, limited 
population-wise and which do not gravitate around a centrally located hub. Thus, a 
larger than usual share of their operations involve intercontinental routes. There are 
several good reasons for Air New Zealand to tie up bilaterally with the major carrier 
next door. Without full access to Australia’s skies - a development which would 
immediately lift Air New Zealand’s home market passenger base from four million 
to just under 25 million — Air New Zealand will continue to suffer the disadvantages 
of being based in a small country. Qantas, a founding member of oneworld and 
17% owned by British Airways, as well as being a strong performer despite the 
crisis, has offered to take a stake in Air New Zealand - a deal that still has to clear 
competition hurdles. A similar development would force the New Zealand carrier to 
leave Star Alliance. In an alternative option, Qantas would have to break its long- 
standing and lucrative relationship with British Airways, which is backed by a joint 
service agreement as well as by an equity link, factors which make such a move 
improbable. Although Singapore Airlines would certainly jump at the chance to buy 
any available Qantas stake, it is unlikely that British Airways has any intention of 
selling its stake in the A ustralian carrier. 
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Airline Alliances Today 


Having learned from experience, several carriers started looking for deeper, more 
meaningful and mutually beneficial relationships with real economic and financial 
paybacks, often finding them in numerous small agreements rather than in the grand 
strategic marketing alliances. Increasingly, airlines are out for concrete results. 

Before proceeding to describe current airline alliances, it should be pointed 
out that the airline industry is a highly fragmented one. The six largest companies 
account for 30% of the sector’s world revenue, compared with 79% in the petroleum 
industry and 62% in the automobile industry (Price Waterhouse Coopers, 1998). 
On an alliance level, however, it may be observed that the three alliance groupings 
currently control 54.6% of the world RPK (see Table 2.3 and Figure 2.4). These data 
indicate that though it may still be premature to talk about ‘companies’, alliances 
have begun to reverse the state of atomisation and take the air transport industry in 
the direction of some form of polarisation. 


Table2.3 The global alliance groupings - traffic/revenue totals and world 




















market share (2005) 
Passenger Passenger numbers Group revenues 
traffic (RPK) 

million share million share $ million share 
Star Alliance 823,866 20.9% 387 18.7% 114,379 25.4% 
SkyTeam 748,961 19.0% 357 17.3% 86,152 19.1% 
oneworld 582,216 14.7% 234 11.3% 63,895 14.2% 
Total 
alliances 2,155,043 54.6% 978 47.3% 264,426 58.7% 





Source: Airline Business 2006 
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Figure 2.5 Major traffic flows between regions 


Source: IATA 2005 


All current airline alliances are centred around at least one European and one 
North American member. This is because intra-North American traffic, intra- 
European traffic and North A merican-E uropean traffic together account for 56.2% 
of world traffic flows (see Figure 2.5). 

As seen in previous paragraphs, the past 20 years or so have witnessed the 
formation of many airline alliances, some of which have fallen by the wayside and 
others which have taken on different configurations as airlines have continued to 
experiment with new partners. Currently, however, the air transport industry appears 
to have stabilised around the formations shown below. The period between 1995 and 
1998 saw a remarkable increase in alliance survival rates. The overall rate improved 
from 38% in the 1992-95 period, to 68% between 1995 and 1998. 

Table 2.4 and Figure 2.6 below summarise the agreements currently in force 
between 120 passenger airlines. They show clearly that the number of cooperative 
agreements among airlines tends to constantly increase and that the most popular 
form of agreement is also the most tactical, namely code sharing. 

Although fewer equity alliances are now formed, they have a higher survival rate than 
non-equity alliances. Equity investments seem to be common among regional — i.e. intra- 
continental - alliances, partially in an effort to secure the stability of feeder networks. 

It seems likely that major strategic alliances will become more stable as partners 
gain motivation to remain within such groupings. In the earlier stages of the alliance 
frenzy, many airlines participated in the race simply because they feared being left 
behind. Others formed multiple alliances with different airlines, without following 
a master plan. The cost of leaving a major alliance is likely to become prohibitive, 
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as the possibility of joining a comparably attractive coalition diminishes over time. 
And even though the costs attached to voluntary exit from a multilateral coalition 
may remain modest, bilateral deals between some of the members often result in 
substantial break-up fees. These are reasons for global alliances to become less 
volatile and longer lasting. Furthermore, having filled some of the gaps in their 
global coverage, alliances are now going through a stabilising phase designed to 


Table2.4 Alliance survey 2005 - current agreements by type and start date 
























































Start date Block space Code share Marketing Other Total 

pre-1980s 8 2 2 12 
1980s 8 6 6 20 
1990 2 2 
1991 6 4 10 
1992 2 6 8 
1993 12 2 14 
1994 18 2 20 
1995 32 4 36 
1996 24 2 26 
1997 2 40 2 4 48 
1998 70 2 72 
1999 70 4 74 
2000 82 12 94 
2001 88 88 
2002 2 92 94 
2003 2 102 2 106 
2004 112 112 
2005* 66 66 





*includes co-operation agreed this year but not in force 
Source: Airline Business 2005 
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Figure 2.6 Alliance survey 2005 - summary by type and start date 


Source: Airline Business 2005 
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raise the level of integration amongst partners in order to obtain more of the potential 
benefits alliances can offer; or in other words to move from marketing alliances to 
true strategic partnerships. 

At the same time it should be noted that the situation is still evolving. The figure 
below shows that even when airlines belong to a certain alliance, they still value their 
independence and maintain relationships and agreements with airlines from other 
alliances, in an attempt to remain flexible and adaptable in a fast-changing industry. 
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Figure2.7 World of strategic alliances as in September 2006 


Star Alliance In 1996, Lufthansa formed an alliance with United Airlines. Star 
Alliance was launched in May 1997 by Air Canada, Lufthansa, SAS, Thai Airways 
and United Airlines, with the aim of creating the first global airline network. Through 
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this alliance, Lufthansa aspired ‘to achieve the building-up of its geographical 
poles and to structure its strategy against its large competitors’ (Bouayard, 1996). 
Varig, the sixth member, joined in October 1997, followed by Ansett Australia 
and Air New Zealand in March 1999. Ansett ceased operations in March 2002, a 
loss which put Star Alliance at a disadvantage in Australasia, previously one of its 
strong regions (Pinkham, 2002). All Nippon Airways - a mainly domestic airline 
until that time — became a member on 31 October, 1999. Austrian Airlines Group, 
including Lauda Air and Tyrolean Airways, added its weight to the alliance in 
March 2000 and Singapore Airlines followed suit on 7 April, 2000. bmi British 
Midland and Mexicana joined on 1 July, 2000 (the latter left four years later, 
after deciding not to renew its code share agreement with United and opting for 
American Airlines instead). Additional recruits included Asiana Airlines, LOT 
Polish Airlines and Spanair in 2003, US Airways in 2004 and TAP Portugal in 
2005. Varig, meanwhile, ceased to be a member of Star Alliance as of 31 January, 
2007, following its bankruptcy proceedings. The decision was prompted by the 
restructuring of the Brazilian airline; ‘old’ Varig had continued for a while to bea 
Star Alliance member, operating a reduced flight schedule on behalf of the ‘new’ 
Varig (VRG Linhas Aéreas). Thus, Star Alliance rightfully lays claim to being the 
world’s largest airline group, comprising seventeen members, with South African 
Airways and Swiss International Air Lines its most recent (April 2006) new 
entrants. In the course of 2006, Air China, Shanghai Airlines and THY Turkish 
Airlines formally announced their intention to enter the coalition. Furthermore, 
it has recently launched a ‘second-tier’ membership programme aimed at 
accommodating regional airlines within the alliance. The Slovenian carrier Adria 
Airways, Finland's B luel and Croatia Airlines are the first three carriers that have 
chosen to adhere. 

Star Alliance is a well established, thoroughly constructed airline grouping 
which can count on over 2,800 aircraft to transport 425 million passengers per 
year to 842 airports in 152 countries across the globe. It features extensive code 
share agreements, mutual earn/burn facilities on loyalty programmes, access to over 
660 lounges, ‘round the world’ fares for global travellers, through check-in and 
streamlined airport operations (Star Alliance, 2006). The cooperation agreement also 
involves joint purchasing, brand and advertising initiatives, and cargo. By having a 
strong geographical foundation and hubs throughout the world — including, among 
others, Frankfurt, London-Heathrow, Chicago-O’Hare, Singapore and Bangkok, 
Star Alliance has multiplied its chances of being operational on a global scale. 

To increase cohesion and separate its supervisory and management functions, in 
June 2000 the alliance set up a management team composed of high-level executives 
from United Airlines and Lufthansa. 

Within the alliance framework, an even closer cooperation agreement between 
Lufthansa and SAS requires that the two partners pool their products and services 
as well as their cargo/freight systems. The partners aimed to make Frankfurt 
(Lufthansa’s hub) the turning point for their international flights and Copenhagen 
the hub for flights to China and J apan, given that A sia was SA S's weak point. They 
had also agreed to harmonise their FFPs and did not rule out the possibility of 
integrating them in the future. While similar cooperation might in the past have been 
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interpreted as the lead-up to a future merger, recent events have bred doubts that 
such a development will eventuate. 

On a different front, the Lufthansa-United Airlines cooperation agreement 
(another significant intra-alliance link) originally received antitrust immunity 
from the US DOT in 1996. This was renewed in 2001, but unlike in the KLM- 
Northwest Airlines case, certain routes between the partner hubs were excluded from 
the immunity coverage and are still subject to antitrust laws. There was to be no 
coordination of pricing, inventory and yield management, or pooling of revenues (for 
example in a hypothetical joint venture) on the Chicago-F rankfurt and Washington- 
Frankfurt routes. 

Four Star Alliance airlines — Air Canada, Austrian Airlines, Lufthansa and SAS — 
have recently announced that they are joining forces to place an order for a common 
specification aircraft in the 70-120 seat size. The benefits of such a move include 
cost savings through operational, maintenance and training opportunities; the ability 
to dry-lease common-specified aircraft among Star Alliance partners, increased 
residual values for such aircraft and the opportunity to swap delivery slots. 

Of the other members, United Airlines has faced serious financial difficulties, 
managing to work its way out of bankruptcy in early 2006 after seeking protection 
under Chapter 11. A similar fate befell US Airways, the North-American airline 
which emerged from bankruptcy protection inA pril 2003. The USA's seventh largest 
airline, with an extensive East Coast network and a strong presence in the business 
hubs of the eastern United States, US Airways recently merged with America West, 
further enhancing Star A lliance’s presence in the USA. 

Star Alliance is the largest airline alliance and according to its officials: 


... theA Iliance will never be completed. We are dynamic and have to respond to customer 
needs. 


Star Alliance wins the network contest, occupying the top rank in terms of sheer 
frequency, system capacity and destinations served. It also leads on the number of 
destinations covered by more than one partner, a potentially important factor in 
the forging of connections and the development of critical mass at hubs where the 
individual partners alone have little presence (Airline Business, 2002). 

The size in itself of Star Alliance, however, makes governance more complicated 
and may act as a deterrent for airlines wishing to enter an alliance. When Cathay 
Pacific was being courted by the other two alliances in the late 1990s, it was put 
off by the bulk of Star Alliance and the potential complexity a mass of bilateral 
agreements implied, choosing instead to join oneworld with its more straightforward 
links to British Airways and Qantas (Airline Business, 2002). Star A Iliance has lately 
become more flexible in implementing initiatives across the board and now allows 
certain projects to take place and be labelled with the alliance’s umbrella brand even 
when they do not involve all seventeen members. 

Star Alliance partners and their dates of membership are listed in the table below 
along with data on revenue passenger kilometres (RPK), passengers flown and 
revenue. 
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Table 2.5 Star Alliance 




















Date Pax traffic Passengers Revenue 
joined RPK million million $ million 

Adria Airways* Dec-04 1,019 1 167 
Air Canada May-97 75,290 30 8,422 
Air New Zealand Mar-99 25,568 12 2,512 
All Nippon Airways Oct-99 58,949 50 12,040 
Asiana May-03 19,225 12 3,003 
Austrian Airlines Mar-00 22,894 10 3,078 
Blue1* Nov-04 908 1 226 
Bmi British Midland Jul-00 5,558 6 1,570 
Croatia Airlines* Dec-04 1,200 2 226 
LOT-Polish Airlines Oct-03 6,284 4 853 
Lufthansa May-97 108,185 51 22,371 
SAS May-97 26,487 24 8,225 
Singapore Airlines Apr-00 82,742 17 8,030 
South African Apr-06 24,300 7 3,034 
Spanair Jun-03 5,974 7 1,225 
Swiss Int. Air Lines Apr-06 20,469 10 2,860 
TAP Air Portugal Mar-05 14,536 6 1,683 
Thai Airways May-97 49,930 18 4,056 
United Airlines May-97 183,262 67 17,379 
US Airways May-04 62,582 40 10,610 
Varig Oct-97 28,506 13 2,810 
Total 823,868 388 114,380 
World share 20.9% 18.7% 25.4% 
*Associate/regional member 

Source: Airline Business 2006 
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Figure 2.8 Star Alliance passenger traffic (RPK ) 
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oneworld This global marketing alliance was announced in September 1998 and 
officially launched in February 1999. It featured British Airways and American 
Airlines as core members, with Iberia, Finnair, Canadian Airlines, Cathay Pacific 
and Qantas as additional partners. On 1 June, 2000, LAN Chile and Aer Lingus 
also joined. Canadian Airlines left oneworld on the same date after being taken 
over by Air Canada. In September 2003 Swiss International Air Lines accepted 
an invitation to become the ninth member of the group, simultaneously entering 
a number of business agreements designed to tighten bilateral consolidation with 
British Airways. The move by Swiss International Air Lines — in June 2004 — to 
interrupt the membership process and terminate its relationship with BA thus proved 
to be something of a showstopper, while its acquisition by Lufthansa one year later 
made entry into the Star Alliance predictable. The latest recruiting efforts have 
seen oneworld reclaiming centre stage, with the announcement that Malev, Royal 
Jordanian and Japan Airlines will join the alliance on 1 April, 2007. On the same 
date Aer Lingus will withdraw from oneworld, its new focus of low fare point-to- 
point passengers no longer in line with the alliance’s strategy of providing services 
for premium, multi-sector, frequent international travellers. oneworld, possibly 
inspired by SkyTeam and Star Alliance, will in turn accommodate a second layer of 
partners, called A ffiliate members: Dragonair, LAN Argentina and LAN Ecuador are 
expected to join the alliance in this capacity in the course of 2007. 

The partners offer closer linking of FFPs, reciprocal access to airport lounges, 
smoother transfers between airlines and a range of global products including 
‘oneworld Explorer’ fares. This alliance serves 605 destinations in 134 countries 
and offers its customers 392 lounges (oneworld, 2006). It occupies something 
of a stronghold position at the much envied (traffic-wise) airport of London- 
Heathrow. There is no cargo alliance, nor did the exchange of equity or any other 
form of multilateral cross-share holding occur. Significantly, its ability to achieve 
full effectiveness is hampered by the lack of immunity from the US DOT, with 
cooperation and code share agreements between the two English and American 
‘pillars’ therefore remaining wholly competitive. At this stage it is highly unlikely 
that antitrust immunity will be granted, given that between the UK and the US 
there is no open skies pact, which remains a necessary precondition for any airlines 
attempting to receive antitrust immunity. It is for this reason that until recently 
cooperation between the members focused mainly on marketing agreements. Only 
lately have the partners begun to deepen the bond they share, working to strengthen 
bilateral ties between members. 

The most important assets of this ten-member alliance are the particularly 
complementary fit between the networks of British Airways and A merican A irlines, 
and their solid position on the money-spinning London-Heathrow/US bundle. Each 
carrier compensates for the weaknesses of the other: British Airways is strong 
in Europe and the Middle East, while American Airlines is strong in the US and 
Latin/South America. In order to implement the alliance fully, British Airways and 
American Airlines needed regulatory approval from three separate authorities: the 
UK Office of Fair Trading, the European Commission and the US DOT. The two 
companies have applied twice to receive immunity and exemption, once in 1997 and 
again in 2002. But the prospect of an immunised alliance between British Airways 
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and American Airlines has troubled competition authorities. With more than 12.5 
million passengers a year, the UK-US market is twice as big as the next largest 
North Atlantic market, namely that linking Germany and the US. The combination 
of British Airways and American Airlines would give the alliance 60% of UK-US 
scheduled passenger traffic, and this high market share, together with the importance 
of London-H eathrow as a hub airport has been sufficient for the authorities to regard 
the British Airways/American Airlines alliance as a particular threat to competition. 
When the airlines applied for the second time, the UK Office of Fair Trading 
announced that it would grant its approval if the alliance was willing to surrender 
168 weekly slots at London-Heathrow. For their part, the European Commission 
required that it relinquish 267 weekly slots, while the US DOT stipulated 224 slots. 
This was nonetheless a big improvement on the first application, when the European 
Commission’s demands were for 350 slots and the US DOT had insisted on the 
conclusion of an open skies agreement between the two countries. Similar slot 
reductions would have paved the way for other airlines (Delta Air Lines, bmi British 
Midland, Virgin Atlantic, Continental Airlines or US Airways) to operate additional 
flights. The US DOT requested greater access to slots at London-Heathrow as a 
condition to approving the alliance, but it also wanted the UK government to make 
an open skies air service agreement with the US as akind of quid pro quo for granting 
antitrust immunity. This the British Government was unwilling to concede. In the 
end, British Airways and American Airlines felt the sacrifices were too great and 
decided to continue without antitrust immunity. 

In the absence of immunity between British Airways and American Airlines, 
traffic initially concentrated on routes to the most populated cities, namely Boston, 
Los Angeles, New York and San Francisco, rather than to the major hubs of the US 
airline, i.e. Chicago, Dallas and Miami. By contrast, in the ‘SkyTeam’ alliance, with 
antitrust immunity in effect (although the antitrust immunity Northwest Airlines and 
KLM share is independent from the five-party antitrust immunity of Air France, 
DeltaAir Lines, Alitalia, CSA Czech Airlines and K orean Air), substantial amounts 
of traffic, mostly connecting, are routed through Northwest Airlines’ hubs in D etroit 
and Minneapolis to Amsterdam. Point-to-point traffic only would otherwise hardly 
justify the four daily Detroit-A msterdam flights and the three daily Minneapolis 
-Amsterdam flights operated in the summer of 2006. 

The absence of antitrust immunity seems to have affected the evolution of 
oneworld and prevented it from proceeding towards deeper cooperation, thereby 
putting the alliance at a disadvantage with respect to the other two strategic groupings 
- Star Alliance and SkyTeam - in which some of the partners have been granted 
antitrust immunity and are authorized to work together to an extent that oneworld is 
unable to match. 

Failing to get antitrust immunity, British Airways and American Airlines moved 
to secure regulatory approval on UK- and US-beyond hubs, but no code share on 
non-stop services between US hubs and London-Heathrow has yet been authorised. 

oneworld is also developing common engineering specifications to cut 
maintenance costs via bulk buying and the sharing of spare parts, in order to leverage 
the cost-saving potential of the partnership. The alliance claims its partners have saved 
around US$300 million through joint purchasing over the first three years since its 
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inception in 2000 (Baker and Field, 2003). The partners are aligning their ‘policies 
and processes’ to allow closer cooperation and the sharing of best practices. 
oneworld also set up a centralised management team in Vancouver shortly after 
the alliance was launched in early 2000. 
The members of oneworld are presented in the table below, along with information 
regarding the date they joined the alliance, revenue passenger kilometres (RPK), 
passengers flown and revenue. 


Table 2.6 oneworld 














Date Pax traffic Passengers Revenue 
joined RPK million million $ million 
Aer Lingus Jun-00 12,563 8 1,093 
American Airlines Sep-98 222,412 98 20,712 
British Airways Sep-98 111,859 36 15,122 
Cathay Pacific Sep-98 65,110 15 6,548 
Finnair Sep-99 16,735 9 2:317 
Iberia Sep-99 49,060 28 6,073 
LAN Jun-00 17,491 8 2,506 
Qantas Airways Sep-98 86,986 33 9,524 
Total 582,216 235 63,895 
World share 14.7% 11.3% 14.2% 


Source: Airline Business 2006 








Figure 2.9 oneworld passenger traffic (RPK) 
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The figure below shows the oneworld alliance in terms of passenger traffic 
(RPK). 


SkyTeam This is the most recent global alliance. Air France and Delta Air Lines 
began cooperating in 1999 and formed a partnership in 2000. Air France had previously 
refrained from entering an alliance — the only major to do so — because of the need 
to maintain a protective Franco-US bilateral stance while it was being restructured 
in preparation for privatisation. The two carriers extended the reach of their alliance 
with the additions of Aeromexico and Korean Air. CSA Czech Airlines and Alitalia 
joined in 2001, while KLM, Continental Airlines and Northwest Airlines entered 
in 2004. The alliance focuses on passenger and cargo service, taking advantage of 
the growth potential of Paris-Charles de Gaulle as a connection platform. SkyTeam 
currently offers 14,615 daily flights to more than 728 destinations in 149 countries. It 
provides access to 400 airport lounges (SkyTeam, 2006). The cooperation agreement 
includes extensive code sharing, reciprocal FFP, joint customer service at airports 
and common branding. All members except Continental Airlines are also members 
of SkyTeam Cargo. In September 2000 some of the members announced the creation 
of aUS cargo joint venture, focused on marketing their cargo services in the United 
States and internationally (this joint venture currently comprises Delta Air Lines, Air 
France, Korean Air and Alitalia). 

The fact that this alliance controls Europe's largest domestic market is one of its 
major strengths. A nother advantage is that both Air France’s hub and that of K orean 
Air, i.e. Incheon airport in Seoul, are among the very few large scale structures with 
room for further growth, in the sense that they have the potential to add runways and 
gates, and therefore flights. Another major asset is the antitrust immunity granted 
by the US DOT to a subset of airlines comprising Delta Air Lines, Air France, 
Alitalia, CSA Czech Airlines and Korean Air. KLM and Northwest Airlines have 
enjoyed antitrust immunity for some time, and although the attempt to unify these 
two authorisations under a new immunity was recently denied, SkyTeam is the only 
alliance in which three quarters of the members have obtained antitrust immunity. 
This is also the first time that antitrust immunity has been extended to a US and an 
Asian airline operating in the Pacific region, thus making SkyTeam the only alliance 
with both trans-A tlantic and trans-Pacific antitrust immunity. 

The approval of the tripartite US code share between Delta Air Lines, Northwest 
Airlines and Continental Airlines, followed by the announcement that Air France 
and KLM have formed a new airline group, has given the alliance new impetus. With 
these additions, SkyTeam has managed to gain ground on Star Alliance in terms of 
size, and is now stronger over the Atlantic. By contrast, Asia remains a weak point, 
as SkyTeam has no home base further south than Seoul. M oreover, it is the only 
alliance without a South American partner. 

Aeroflot joined SkyTeam in April 2006, and China Southern is likely to be the 
next new addition, with membership currently expected to take place in late 2007. 
Like Star Alliance, SkyTeam has also launched a second membership tier - called 
the Associate programme — targeting geographically focused airlines. On 2 February 
2007 Spain’s Air Europa, Panama’s Copa and Kenya’s K enya Airways signed 
agreements outlining their commitment to join SkyTeam as associates, through 
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sponsorship by one of the members (respectively Air France, Continental Airlines 
and KLM). Earlier announcements regarding the inclusion of Romania's Tarom and 
Lebanon's M iddle East Airlines were also made, but no further declarations in this 
respect have since followed. 


Table 2.7 SkyTeam 











Date Pax traffic Passengers Revenue 
joined RPK million million $ million 
Aeroflot Apr-06 20,750 7 2,540 
Aeromexico Sep-99 14,500 9 3,604 
Air France-KLM Sep-99 189,253 70 26,036 
Alitalia Jul-01 37,969 24 5,940 
Continental Airlines Sep-04 114,659 45 11,208 
CSA-CzechAirlines Mar-01 7,784 5 922 
Delta Air Lines Sep-99 193,006 119 16,191 
Korean Air Jul-00 49,046 22 7,424 
Northwest Airlines Sep-04 121,994 56 12,286 
Total 748,961 357 86,151 
World share 19.0% 17.3% 19.1% 


Source: Airline Business 2006 
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Figure 2.10 SkyTeam passenger traffic (RPK ) 


New alliances Somewhat surprisingly, a network of Middle Eastern and Gulf 
carriers has recently given rise to a new alliance made of eight Arab-only airlines, 
appropriately named A rabesk. M ember airlines include Gulf Air of Bahrain, Oman 
Air, Yemenia, Saudi Arabian Airlines, Royal Jordanian Airlines, Middle East 
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Airlines, EgyptAir and Tunisair. The aim of this network-driven coalition is to 
concentrate on schedule coordination, strengthening marketing power and creating 
better connectivity. A rabesk’s total fleet count falls short of 250 aircraft, a rather 
small number when compared with those of the other three alliances. Sabre seems 
to have encouraged its inception. The move is a consequence, or a development 
of, activities and initiatives already conceived by AACO (the Arab Air Carriers 
Organization - a sort of Arab IATA). None of the eight airlines in Arabesk - with 
the exception of Royal Jordanian, a future oneworld member, belong to other 
alliances. While it is far too early to predict whether such pan-Arab grouping will 
be successful in its consolidation endeavours, it seems unlikely that it will pose 
significant threats to Star Alliance, oneworld and SkyTeam. Arabesk has a rather 
strong geographical connotation, lacks global reach and will not be able to pursue 
meaningful concentration, due to the persistence of powerful centripetal forces 
within the area opposing the loss of individual sovereignty any alliance creation 
implies. But it would be wrong to discard as irrelevant a move which — in a region 
dominated by very powerful religious, ethnical, political and social movements 
— signals the beginning of a new wave of business reasoning. Despite its strong 
regional focus, Arabesk could prove to be less than good news for the three other 
Gulf carriers (Emirates, Qatar Airways and Etihad Airways), which may soon find 
themselves having to make room for a fourth competitor backed by eight influential 
countries (including Egypt and Saudi Arabia) and eager to contend its own share of 
a pie perhaps not large enough to satisfy so many players. 


Major Unaligned Airlines There are still some major airlines that remain outside 
the alliances mentioned above. These fall into two categories: a) those which have 
not decided which alliance best fits their interests, and b) those that wish to remain 
independent. 

The first category includes, among others, airlines such as M alaysia Airlines, 
carriers from China (China Eastern, Hainan...) and others from India (Air India, 
Indian Airlines, Jet Airways). These airlines would probably consider entering an 
alliance but have not yet decided which one. Many of them have established some 
form of cooperation with carriers that are already core members of one of the three 
strategic alliances. Chinese and Indian airlines are of major appeal to all alliances, 
given their market size and immense growth potential. Star Alliance and oneworld 
have respectively approached Air China and China Eastern, and are now both in 
talks with Air India and J etAirways, while Lufthansa and United Airlines have been 
partners for the past few years in a marketing alliance with A ir China which includes 
code sharing, reciprocal FFP mileage accrual/redemption and lounge access. 

Emirates and Virgin Atlantic, to name the most prominent two, are among those 
airlines which have chosen to remain unaligned and do not intend to join any of the 
alliances, in the near future at least, because such a move does not fit in with their 
business plan. They have been able to grow profitably without tying themselves to 
any alliance grouping. Or, in the words of Emirates: 


You have to have specific revenue motivations for joining a grouping, and thus far we 
cannot identify one (Pinkham, 2003). 


Learning from the Past, Looking at the Present: First the Facts 51 


For these airlines, preserving independence means maintaining the flexibility to 
choose partners and adapt promptly to change. 

Emirates and Virgin Atlantic have distinctive brands and a reputation for high 
quality service, and at present they both prefer to proceed selectively with partnerships 
rather than remain ‘locked’ in an alliance with specific partners. They feel that the 
incremental benefits of global alliance membership do not justify the costs involved 
in joining. When the Director of External Affairs and Route Planning of Virgin 
Atlantic was asked about the possibility of his company entering an alliance, he 
answered that there had been no need to join any alliance so far. The carrier sets 
great store on being able to select code share partners for particular routes. Virgin's 
Commercial Planning and Strategy Director explained why alliance participation 
does not fit the current business plan: 


Virgin Atlantic is a unique company with a unique brand and a unique product, and we are 
conscious of our individuality, which makes it difficult to join an alliance. Virgin is also 
a point-to-point carrier (less than 10% is online or offline connecting traffic) and Virgin 
is not dependent on a network in the same way other airlines belonging to alliances are. 
For these reasons it is not necessary to join an alliance, as Virgin will not bring a lot to an 
alliance and an alliance will not bring a lot to Virgin. 


W hen asked what the negative aspects of alliances were, he answered that: 


The cost of joining, because of IT integration and so on, is quite expensive, but it is also 
that the charges of the management of participation in the alliance are quite significant. 
Virgin will join an alliance where bureaucracy is as little as possible and the cost of joining 
not too high. 


Finally, he declared that the main advantage of not joining an alliance was 
flexibility, adding that although he could not point to any particular hard benefit in 
cash terms from not joining an alliance (Iatrou, 2004), he believed that by not having 
to pay alliance subscription fees or dedicate management time to alliance meetings, 
Virgin had lower costs. 

Emirates has been able to remain outside an alliance essentially because its 
financial solidity has made self-funded growth possible, with no need to rely on 
partners’ capacity to nurtureits global ambitions. M oreover, its favourable geographic 
position has allowed it to strike a number of code share deals with a select range of 
international airlines, without requiring it to ally itself to any group in particular. 


The benefits of joining are outweighed by staying independent. We don’t have to consult 
anyone regarding our timetable or our fleet (Pinkham, 2003). 


According to Emirates, the most negative aspects of alliances are the slow 
decision-making and the compromises members of an alliance are required to make, 
causing them to settle for the lowest common denominator. It claims alliances 
become bureaucracy-laden and divert members’ attention from their core businesses 
- an unhealthy situation for forward looking and progressive carriers. However, the 
growing strength of close competitors such as Qatar Airways and Etihad Airways 
may at some time influence its future decisions. 
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Even though Virgin Atlantic and Emirates prefer to remain unaligned, both 
mentioned that the option of joining an alliance is still open. If and when it becomes 
evident that they are unable to remain profitable without joining, or should they start 
not feeling safe outside the alliances by losing ‘corporate selling’ to an alliance or 
when the alliances establish common FFPs (SkyTeam FFP instead of six different 
FFPs), as the Virgin executive noted, they will reconsider their position. 

To sum up, it could be said that what these unaligned airlines are wary of with 
regard to alliances is their exclusive nature, the bureaucratic load that accompanies 
them and the multi-lateral membership that distracts an airline. By contrast, non- 
alignment allows for independent, rapid-fire decision-making, timely adaptation to 
changing needs and an undivided focus on the core business of the airline. 

These airlines have been helped in their resolution not to join an alliance by the 
fact that the bulk of inter-carrier agreements continue to be based on bilateral deals 
and that alliance groupings are not particularly exclusive. Alliance carriers retain a 
host of bilateral relations with non-member airlines and there are several instances 
of code sharing between members of rival global alliances. Once the shape of global 
alliances becomes clearer and more stable, and they grow more exclusive in nature, 
member airlines may find it more difficult to grandfather existing agreements at the 
time of joining or develop new ones with carriers belonging to a different grouping. 
Furthermore, should existing coalitions proceed towards deeper integration and start 
achieving meaningful revenue enhancements and cost reductions it would eventually 
tip the scale in favour of alliances, increasing their competitive advantage and 
desirability. Such developments could put extra pressure on the unaligned airlines to 
re-evaluate their approach towards multilateral partnerships. 


Airline Cross-border Mergers 


Air France-KLM 


On 30 September 2003 Air France and KLM announced their decision to create anew 
group, a joint holding company called Air France-KLM, which would capitalise on 
two brands, strong hubs and complementary networks. U nder this agreement K LM 
shareholders would own 19% of the new group, the shareholding of the French State 
would be 44% and the remaining 37% would belong to Air France shareholders. 
In 2004 the French government sold 18.4% of its equity stake. As a result of this 
operation, 17.4% of the grouping now belongs to its staff and the rest is free floating, 
with the exception of 2% which remains in the hands of the group itself. The French 
government currently owns just under 20% of the group equity, which means that 
through the merger Air France has in effect been privatised. 

Integrating Europe’s second and fourth largest carriers created the fourth largest 
airline in the world with regard to fleet size, behind the three US giants. Itis certainly 
the world’s largest airline in terms of revenue and sales and the frontrunner in the 
European market, ahead of British Airways. 

The new group, for which the final transaction agreement was signed on October 
16, 2003, retains the two distinct operating companies, Air France and KLM. KLM 
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Figure 2.11 Planned three-year transitional shareholding structure 
Source: Air France-KLM 2003 


will keep its own brand, hub and management for at least five years, in addition to 
the traffic rights agreed upon in various bilateral agreements between the respective 
governments. These traffic rights have been protected by transferring 50.1% of 
voting rights to Dutch nationals, the Dutch state and foundations. 

The figure above shows the structure of the new holding company. The 
Netherlands government will retain the majority of voting rights in KLM for an 
eight-year period, thus allowing the merged entity to keep its landing rights, while 
also securing a continued hub role for Amsterdam-Schiphol in the medium term. 
This particular time frame has been chosen for full integration in the belief that 
by then the EU-US aviation agreement will have been signed. Apart from the 
obvious benefits of bypassing ownership regulations, the stratagem of keeping the 
merged airlines operating as designated flag carriers under existing ASAs certainly 
also brought with it important psychological, social and political advantages in the 
carriers’ own countries. Furthermore, it would have made no business sense to do 
away with familiar, well-recognised and prestigious brand names. 

The new group focuses on three core businesses: Passengers, Cargo and 
Maintenance. M ore specifically, under the new organisational regime it 


will full codeshare, harmonizing theflight schedules and optimizing common management 
revenue policy (Air France-KLM, 2003). 


The two carriers have declared that they will follow a two-hub strategy based 
around Paris-Charles de Gaulle and Amsterdam-Schiphol, but stress that they still 
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have the flexibility to adapt to changing market conditions. The merger agreement 
includes warranties granted to the Dutch government to ensure that KLM ’s Schiphol 
hub is treated on an equal basis. Worried about the consequences for Schiphol airport 
and the Dutch economy in general, Dutch authorities placed particular emphasis on 
this condition of the agreement. KLM’s hub at Schiphol, the fourth biggest airport 
in Europe, provides tens of thousands of direct or indirect jobs. The Netherlands 
insisted on receiving assurances that Schiphol would maintain its strategic position 
and remain ‘a high-quality national airport, serving as the hub of an airline large 
enough to maintain a global network with the major economic regions’ at least until 
the end of the decade. 

Air France-KLM anticipated ‘annual synergy savings in the region of €220-260 
million by the third year of cooperation’. They hope this will rise to between €385- 
495 million by the fifth year (K aminski-M orrow, 2003), of which approximately 
60% would be cost savings. The synergies are mainly derived from network and fleet 
management as well as sales and distribution. 

The new group filed a petition for approval with the US DOJ and the European 
Commission. The petition received the clearance of the DOJ in December 2003 
and the formal approval of the European Commission in February 2004. The EC 
imposed some remedies to alleviate competition concerns, forcing partners to 
provide improved access to take-off and landing slots for new entrants at their main 
hubs. A strong motive behind this approval by the regulatory authorities on both 
sides of the Atlantic was to ensure a level playing field between alliances. 

Subsequently, however, alegal challenge to the European Commission’s approval 
of the merger was launched by UK low-cost carrier easyJet, which argued against 
the remedies imposed by the Commission. easyJet, which has been trying to get 
slots at the two Paris airports in an effort to increase its own presence on the French 
market, claims that although the company does not oppose the merger in principle 
and even supports it because it leads the way for ‘much-needed consolidation’ among 
European airlines, it considers the remedies imposed to be inadequate, as they in fact 
increase Air France’s dominance, raising significant entry barriers which prevent 
network competition against the French flag carrier. These barriers could also set a 
worrying precedent for all future consolidation (Dunn, 2004). easyJet has lodged a 
similar appeal against the EC’s approval of the Air France-A litalia alliance. 

When KLM joined SkyTeam, the President of Northwest Airlines (a partner of 
KLM in the ‘Wings’ alliance) declared that the 


Northwest/KLM joint venture will operate on a business as usual basis and will continue 
to compete, as it does now, against the Air France/Delta Air Lines alliance (Northwest 
Airlines, 2003), 


a comment which provoked doubts over KLM’s ability to pull off the trick of 
cooperating with one half of the company and competing with the other. 

Three years and one US DOT rejection later, such doubts have not been completely 
quelled. The US DOT denied its approval when four out of five SkyTeam carriers 
with prior antitrust immunity entitlements made a submission — together with new 
entrants Northwest Airlines and KLM, themselves reliant upon their own even more 
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dated antitrust immunity — for six-way immunity coverage involving Air France, 
Alitalia, CSA Czech Airlines, Delta Air Lines, KLM and Northwest Airlines. This 
attempt to bring together the two poles of immunity and thereby allow KLM and 
Northwest Airlines to join business forces with the other four carriers would have 
permitted Air France to work with its new merger partner, KLM, at the same time 
gaining access to the Dutch carrier's long standing joint venture partner, Northwest 
Airlines. But US DOT turned down the application, and it remains to be seen whether 
Air France will ultimately manage to separate its cooperative activities with KLM 
from those carried out with Northwest Airlines. 

Finally, there are also plans for the integration of Alitalia into the combined 
airline grouping. ButAir France and KLM wish to seeA litalia regain financial health 
and be privatised before it steps into their deal. The two partners also probably prefer 
to focus on getting their initial two-way project off the ground before incorporating 
the Italian carrier. 

The two carriers’ networks are largely complementary, as Air France is more 
prominent in southern Europe and in Africa, while KLM operates a greater number 
of routes between northern Europe, the Far East and A sia. The network overlaps are 
relatively limited. Of 104 long-haul destinations, the two carriers have only 34 cities 
in common, and where routes are insufficient to support both hubs they are pooling 
their resources. A nother extremely important ramification is that the merger makes 
the new entity a clear leader in cargo operations, dwarfing Lufthansa. The union of 
two well-established, healthy carriers (KLM remains a reliable airline with a highly 
respectable track record, despite its poor financial performance prior to the merger) 
has given the partners the benefit (and potential risk) of the first move, offering 
them the chance to capitalise on their advantage and gain a real strategic lead before 
rivals respond. The merger thus yokes together the airline that first participated in 
an integrated alliance and merger, with the airline that was the last of the majors to 
jump on the alliance bandwagon. Air France, the latecomer to global alliances, has 
been the first major carrier to form a cross-border merger. 

KLM chose Air France over British Airways — with which it was also conducting 
talks at the time of the negotiations with Air France - because it would encounter 
fewer network overlaps with the French carrier and because there were no obstacles 
concerning open skies arrangements with the US partner airlines. Talks between 
British Airways and KLM also fell through because KLM was understood to want 
equal standing and part of the 40% the merged group would account for, which 
British Airways would not accept. Furthermore, British Airways had not given 
enough assurances that KLM would be able to continue with its long-haul services to 
the same extent as at the time of the talks. KLM and A ir France's decision to team up 
was also influenced by the US government's positive stance on the Delta A ir Lines, 
Northwest Airlines and Continental Airlines co-operative marketing agreement, 
following talks begun in mid-2002 and which received clearance in March 2003. 
Another interesting aspect of this agreement is that KLM accepted — and the same 
will be true for Alitalia — to mitigate its global ambitions, giving up the aspiration 
to a merger between equals. It resigned itself to the fact that henceforth it would be 
perceived as a ‘second tier’ carrier. 
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The complex governance structure of the Air France-KLM case initially fostered 
doubts in the minds of investors. Many criticised the Air France-KLM structure 
on the grounds that because it retained the separate entities and organisational 
boundaries of both carriers it was more an alliance than a merger. Questions were 
raised over the practicality of the ‘full co-operation but with retention of brands’ 
scheme. But while the air transport industry and financial analysts initially treated 
the merger with caution and suspicion, three years after its baptism newspapers are 
rife with articles on the synergies achieved, the impressive gains recorded and the 
‘faster than forecast’ performance results. 


Lufthansa-Swiss International Air Lines 


In May 2005 the German flag-carrier Lufthansa confirmed its decision to take over 
Swiss International Air Lines and integrate the smaller airline’s operations into its 
own. Under the agreement Swiss International Air Lines became part of the Lufthansa 
Group. According to the business model jointly developed by the airlines, Swiss 
International Air Lines would remain ‘mostly independent’, with its management 
based in Switzerland, in addition to retaining the size of its long-haul fleet and the 
quality brand ‘Swiss’. 

The acquisition proceeded in several steps. In March 2005 Lufthansa acquired 
an 11% stake in AirTrust, a company set up to hold Swiss International Air Lines’ 
shares, to comply with antitrust laws and secure traffic rights. Having secured 
antitrust clearance, Lufthansa’s stake in AirTrust was then increased to 49%, with 
full takeover scheduled for 2007. Negotiations to secure air traffic rights took place 
in conjunction with the phased acquisition. 

While the US antitrust authorities gave their unconditional approval for the 
merger, European Commission regulators have approved Lufthansa’s takeover of 
Swiss International Air Lines on condition that the airlines provide greater market 
access to competitors on a number of short-haul and long-haul routes. This is to 
ensure that the tie-up between Lufthansa and Swiss International Air Lines does 
not severely reduce competition on intra-European routes such as Zurich-Frankfurt 
and Zurich-Munich. Lufthansa and Swiss International Air Lines have agreed to 
surrender slots at eight European airports, namely their three main hubs Frankfurt, 
Munich and Zurich, in addition to Berlin, Copenhagen, Dusseldorf, Stockholm and 
Vienna - in return for regulatory clearance for the takeover. 

The purchase would see Lufthansa managing three separate hubs - Frankfurt, 
Munich and Zurich — with Star Alliance partner Austrian Airlines not far away 
in Vienna. The integration agreement ensures fair development of the Zurich hub. 
Short-haul routes are expected to be rationalised and the feeder network tightened 
up. 

With this merger, which echoes that of Air France-KLM, Lufthansa can compete 
on a par with Air France to become Europe's largest airline group. Lufthansa has 
extended the spread of its influence across Germany’s neighbours, from Austria 
through Poland and round to Scandinavia, and the deal gives it considerable strength 
in central Europe. Air France, meanwhile, has the Netherlands tied up and can 
potentially gain a strong foothold in Italy, through Alitalia. Its ‘domain’ could in 
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the near future expand to incorporate a part of the Spanish market, with Air Europa, 
whereas a counterattack on Lufthansa’s position in eastern Europe could be made by 
establishing a more integrated stronghold in the Czech Republic, using CSA Czech 
Airlines’ support. Improved access to the wealthy Swiss business market was also 
a key factor for the German carrier, as was the opportunity to further exploit the 
money-spinning North Italian market. In this market Lufthansa already co-operates 
with Air One, Alitalia’s main national competitor, and has feed from regional carrier 
Air Dolomiti, which could eventually also serve Zurich. 

M oody’s credit rating agency has warned, however, that it may move towards a 
formal review of Lufthansa’s ratings, ‘with possible negative consequences’, given 
the ‘slow progress’ that Swiss International Air Lines has been making in its return 
to profitability. At the time of its takeover Swiss International Air Lines was on 
life support, with nowhere left to go, and its shareholders cannot have relished the 
prospect of another expensive resuscitation. Lufthansa, for its part, decided to acquire 
Swiss International Air Lines in order to avoid the arrival of a competitor in Zurich, 
dangerously close to its Munich hub. Zurich will be kept intact but developed ‘in 
co-ordination’ with Frankfurt and Munich. All in all, Lufthansa’s generally healthy 
and stable financial situation does not appear to be easily jeopardised by turbulence 
in Swiss skies. 


Conclusion 


Ever since the 1980s the international airline business has been a mixture of 
competition and cooperation, with virtually every major and smaller international 
airline regularly entering cooperative agreements with other airlines to expand route 
networks, circumvent political and capital obstacles and gain operating synergies. At 
present, the carriers that form the core of the three giant alliance groupings do not 
appear likely to shake off their links. T here will be realignments, desertions, oustings 
and new entries, but these will concern the middle or lower tier partners. Except in 
the event of a major upheaval, the current airline configuration looks set to remain 
unvaried. 

The previously outlined factual analysis indicates that mergers do not cancel out 
the need for global alliances and instead are likely to develop alongside them on the 
worldwide commercial aviation stage. Problems could arise, however, in cases where 
some of the members of an alliance begin to ask themselves whether the collective 
investments in their multilateral partnership have been relegated in importance 
by fellow partners undergoing mergers, with a subsequent loss or reduction of 
management focus and attention. To manage both a bilateral merger and a multiparty 
alliance relationship is clearly a challenge. But it certainly remains true that despite 
the recent moves towards a more state-of-the-art European consolidation, alliances 
can still play a key role in the airline industry on the cross-continental, transatlantic 
and transpacific level. With rumours about cross-border mergers taking place in the 
Caribbean and Gulf areas, it seems that consolidation will develop within specific 
geographical clusters and possibly within the boundaries of a single alliance. 
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Despite the trail of failures - Swissair’s acquisition of Sabena, Air New 
Zealand’s buy-out of Ansett Australia and Iberia’s consolidation with Aerolineas 
Argentinas — airlines, especially in Europe, have never given up on mergers. The 
intensity with which they have pursued them is perhaps a clear indication of certain 
intrinsic limitations in alliances as an answer to their needs. Even before the air 
industry crisis, European airlines had reached the conclusion that they needed to 
tie up with other airlines to survive, and this has been the propelling force behind 
all the flirtation and the more serious courting that has gone on over the past two 
decades. Prior to the KLM-Alitalia union, and after its collapse, British Airways was 
talking with KLM and Swissair, Air France was sounding out KLM and Alitalia, 
KLM was head to head with Alitalia and Alitalia was holding discussions with 
Swissair in the general search for new strategic partners. Similar explorations of 
compatibility between airlines focus on a number of elements: geographic location 
of hubs, transatlantic agreements, parallel developments in other geographical areas, 
labour issues, antitrust frameworks and other legal aspects. One challenging theory 
to have emerged is that the legal aspects underpinning mergers and alliances are 
perhaps not the all-important barriers they were originally thought to be, since in the 
end regulators seem to have rejected or approved transactions on the basis not only 
of the letter of the law, but also of the prevailing political and economic climate. 


Chapter 3 


Once Rivals, Now Partners: How? 


Airlines cooperate in different areas and to different degrees in their efforts to boost 
profitability. These areas usually include the following (Oum et al., 2000): 


e Code share/Joint operations 

e FFP cooperation 

e Joint use of ground facilities 

e Flight schedule coordination 

e Joint advertising and marketing 
e Ground handling coordination 
¢ CRS/IT sharing and development 
e Joint purchase of fuel, etc. 

e Joint maintenance 

e Block space agreements 

e Exchange of cabin crew. 


Alliance activities such as the coordination of ground handling, joint use of ground 
facilities, joint development of systems, joint maintenance, etc. are mainly designed 
to improve productivity and costs. Other alliance activities such as code sharing, 
block seat sales, coordination of flight schedules, joint advertising and promotion are 
designed to improve sales and revenue opportunities. However, all cooperative fields 
are likely to have a direct impact on hub domination, market power and cost-savings 
and may ultimately increase market share. Some areas of associate and coordinated 
activities — such as joint IT systems development, advertising, maintenance and the 
purchase of fuel and supplies — require greater commitment between alliance partners 
in terms of coordination, shared strategy and operations. In general, as the areas of 
coordination are extended to higher branches of activity, the relationship between 
alliance partners is strengthened and in turn elevated to a higher or more integrated 
plane of cooperation, undergoing a transition from the tactical to the strategic. 
Tactical alliances are very narrow in scope and cooperation is usually restricted 
to the coordination of activities on a few routes, without combining networks. They 
often involve two airlines cross-selling each other’s capacity on select routes, or 
one airline marketing its code on another’s flights. Typically, they can include code 
sharing, blocked space, FFP links and, to a lesser extent, the joint use of airport 
facilities such as gates and lounges, as well as the coordination of ground handling. 
The low level of commitment they require makes them the simplest form of alliance, 
a partnership designed to reap benefits in the short-term. Their most useful functions 
are to restrict competition on a route or to take feed traffic away from others, and 
the rapid payoffs they offer, together with the relative ease with which they can 
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be managed, have made them a popular option. They can act as stepping-stones to 
wider-ranging alliances. 

In the 1990s, tactical alliances outnumbered strategic ones, whereas today the 
situation has been reversed. It could be said that tactical alliances coincided with the 
‘trial phase’ of airline alliances, when airlines were testing partner compatibility and 
alliance strategy benefits. N ow that the situation seems to have become more stable, 
alliances are moving towards the deeper cooperation of strategic alliances, although 
there are still major international alliances that rely on tactical relationships to ensure 
global coverage. 

The figure below shows theevolution of airlinealliances, from both ahistorical and 
a cooperative perspective. Airlines first started to tentatively cooperate at marketing 
level through interline agreement, subsequently moving on to code sharing. As they 
secured antitrust immunity from competent national authorities they proceeded to 
form truly global strategic alliances, that is to jointly coordinate flight schedules and 
set fares, later establishing cross-border mergers. 
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Figure 3.1 Development of partnerships 


The two categories of global alliances that will be examined are: 


e marketing alliances 
e strategic alliances 


Apart from the different purposes they serve, the most distinctive differences 
between these two forms of partnership are that marketing alliances are most 
definitely not exclusive, and the airlines involved in them continue to be marketed 
as independent entities. 
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Marketing Alliances 


These are market-orientated alliances which focus mainly on improving the product 
offered to consumers, in order to increase traffic flows, load factor and market 
share. In marketing alliances the partners continue to operate and use their assets 
independently, each pursuing its own objectives. 

M arketing alliances can involve the following areas and forms of cooperation: 


e Interline/pro-rate agreements 

e Lounge access/Mutual ground handling 
e Frequent Flyer Programmes (FFP) 

e Computer Reservation Systems (CRS) 
e Joint engineering/maintenance 

e Code share agreements 

e Pooling agreements. 


Interline/Pro-rate Agreements 


Interline agreements are agreements regarding the sale, endorsement and acceptance 
of tickets between airlines so that passengers and cargo can transfer from one airline 
to the other on the way to their final destination. They involve the coordination 
of, for example, baggage checks, carriage or air cargo. In interline agreements, the 
airlines maintain their own identity. 

An interline passenger travelling with a single ticket in two or more sectors uses a 
through fare for a journey involving two or more separate airlines and is charged the 
end-to-end fare, not the sum of the separate fares for each sector. The method used 
to share the revenue earned between the different sectors flown is pro-rating, defined 
in |ATA’s ‘Glossary of Commonly Used Air Passenger Terms’ as ‘the division of a 
joint fare, rate or charge between the airlines concerned on a predetermined, agreed 
basis’ (IATA, 2001). 

The interline system used to be a very important part of international air transport, 
as it represented as much as a third of an airline’s total traffic and was implemented 
particularly on routes serving geographical hub airports such as London-Heathrow, 
New York, Amsterdam or Singapore, which were major interline centres. With the 
development of airline alliances the interline system — while still fully in force — is 
gradually losing its original importance, as more and more allied partners pad out 
their interline relationships through code sharing. And with the development of 
effective hub-and-spokes systems, airlines are focusing on transferring passengers 
to their own flights or to those of their allies at their hubs. This has sometimes led 
competing airlines to leave certain hubs, thereby making redundant the need to 
interline with a carrier with which no other form of cooperation exists. 

According to the US DOT, there are important differences between code share 
and interline agreements. Specifically, interline agreements do not include reciprocal 
frequent flyer and airport lounge rights and airlines will generally not hold outgoing 
connecting flights to wait for delayed incoming flights. M ost importantly, however, 
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fares for code shared flights are generally much cheaper than for interline flights 
(GAO, 1999). 

Experience has shown that interline cooperation has very limited effectiveness, 
especially compared with code shared flights. Where only interline services are 
available traffic development is poor, not only because the services themselves are 
inferior but also because such services are difficult to market, which means that the 
airlines put little effort into developing them effectively. With no formal commitment 
bonding them, interlining partners make no effort to reduce connection times or 
coordinate arrival and departure gates. Furthermore, interline fares are not set by 
alliance members cooperatively but are instead made up of the sum of sub-fares 
charged by individual carriers for their portion of the interline itinerary. With each 
airline focused exclusively on its own profit, the overall fare level increases. Thus, 
the combination of inferior service and generally much higher prices results in little 
demand. A further disadvantage of interline services is that on CRS screens they 
appear well below code shared/on-line flights. 

Due to these reasons, when competition authorities have forced airlines seeking 
approval for their alliance cooperation to interline with new entrants, in an effort 
to reduce existing entry barriers and encourage newcomers entering the market, 
the procedure has not brought with it either the hoped-for new entries or increased 
competition. Theresulting ‘interline’ service tends to be both more expensive and less 
convenient than the code shared routes, thereby remaining at a distinct competitive 
disadvantage. 


Mutual Ground Handling/Lounge Access 


Within this cooperative framework most allied partners operate reciprocal and/or 
mutual ground handling services, sharing passenger lounges and terminal facilities 
in jointly served cities and allowing their customers access to the other partners’ 
business lounges. One partner operates the ground handling service in its home 
market and provides the check-in service to all connections for all its partners. The 
aim is to coordinate, streamline and generally improve passenger services such as 
baggage handling, check-in and ticketing by providing, for example, one-stop check- 
in between any two partners’ connections, so that boarding passes and seat allocations 
are given for all legs of the journey at the first check-in point. Cooperating airlines 
also ensure that the gates of incoming and outgoing flights are in close proximity, in 
order to facilitate passenger transfer. 

One example of this process can be found in Star Alliance, which has identified 
27 key hubs worldwide at which to start the integration process of sharing and 
developing common airport facilities and ground services. At each station one 
airline will be given the responsibility for airport services such as check-in and 
ticketing for all the other alliance members. Alliance carriers have also proceeded 
to request, or have themselves proceeded to build, terminals dedicated exclusively 
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to their own alliance. oneworld, for example, will take Terminal 3 at Heathrow once 
British Airways has moved to the newly built Terminal 5, while SkyTeam carriers 
will subsequently relocate to Terminal 4. 

AtMunich airport, meanwhile, the new terminal is partly financed by Lufthansa 
and is reserved for members of Star Alliance. This terminal will be designed to cater 
for airline alliance needs, and the improved minimum connecting times that are 
associated with inter-terminal re-engineering will provide a significant competitive 
lead. In one experiment, network connectivity improvements of over 18% were 
obtained, exclusively as aresult of new connecting times under a single-roof terminal. 
The re-engineering of each carrier’s schedule to ensure maximum leverage of the 
new connecting times at the airport is likely to have helped push the percentage up. 
According to analysts, such alliance terminal development should result in market 
share gains of between three and 5% (Carnaroli, 2003). 

This type of cooperation serves the dual purpose of augmenting passenger 
satisfaction and cutting back on costs. Common check-ins save time, increasing 
the speed of service to the customer. The use of the same terminal reduces transit 
inconveniences and helps avoid wasting passengers’ time, thereby increasing 
customer satisfaction and providing a more attractive product overall. If US airlines 
other than United Airlines and American Airlines are eventually authorised to reach 
London-Heathrow,! SkyTeam passengers travelling, for example, on Continental 
Airlines from Houston to London will not have to change terminal to board an 
Alitalia flight outbound to Venice, while passengers flying on an airline which is not 
a member of the alliance will have to move from Terminal 1, 2 or 3 to Terminal 4. 

On a financial level, airlines can reduce their costs by avoiding the doubling 
up of operations. It stands to reason that if an airline can avoid having to set up 
from scratch the facilities it needs to function in airports in other countries (namely 
lounges, maintenance and ground handling facilities, not to mention personnel) and 
instead use the resources of other members of the same alliance, it will reduce its 
costs. SkyTeam members were able to cut ground handling costs by some 20-40% 
at five South A merican airports (K leymann and Seristo, 2004). 

As airlines have begun to represent other members of their alliances in their 
respective home markets or in major gateway cities, this form of cooperation has 
gradually been extended to include common sales offices. The flag airlines of the 
relevant countries have taken over the ticketing duties of their alliance partners, 
thereby making it unnecessary for the latter to maintain their own facilities in certain 
airports. This tactic has also been tried by multilateral alliances, albeit with scarce 
success. At one stage Star Alliance, for example, opened Star Alliance city ticket 
offices (CTOs) in London and Paris. The absence of a common bottom line made the 
merging of all staff into one entity impossible, and this, along with complex logistics 
and above all the relatively fast, worldwide decline of CTOs in favour of on-line 
ticketing led to the closure of these two bureaus after only a few years. No other 
alliance has tried anything similar since. 


1 At the moment, under the ‘Bermuda 2’ agreement between the US and UK, only 
United Airlines and American Airlines are entitled to land in Heathrow. All other US airlines 
wishing to connect to London are currently using L ondon-Gatwick. 


64 Airline Choices for the Future 


A further advantage of common ground handling is that it acts as an entry barrier 
against new competitors. As the provision of air transport services requires the input 
of a number of complementary (i.e., vertically-related) services, including terminal 
services, ground handling and the like, if a carrier and/or alliance is dominant in the 
provision of these services and vertically integrated in terms of the provision of air 
transport services, it has both the incentive and the ability to restrict competition. If 
an airline, and even more so an alliance, dominates an airport, it is usually also the 
dominant or sole supplier in the different ground-handling markets. The airline can 
exploit this situation to deliver its services more efficiently, but may in the process 
also develop a discriminatory position at the expense of competitors. Even in cases 
when ground handling services have been outsourced, incumbent airlines together 
with their allied partners enjoy greater negotiating power, are able to secure better 
facilities and better conditions through joint contracts. In certain airports this means 
new entrants are likely to have a harder time obtaining favourable conditions from 
ground-handling companies already acting as contractors to home airlines. 

Aware that access to ground handling services could indeed constitute a 
competition barrier, the European Commission has taken action to mitigate the 
possible negative effects of long-term contracts sealed between the Frankfurt 
airport authority and its best customers, and has moved objections against the 
Paris airport authority (ADP) for having granted the Air France group sole use of 
a more modern terminal. In addition, it has issued a directive liberalising ground 
handling services. But all this is easier said, or rather decreed, than done, since the 
introduction of a second (competitive) local ground handling organisation and the 
further liberalisation of handling services depends primarily upon the provision of 
appropriate facilities in a new international passenger terminal and the resolution 
of specific logistic and organisational problems such as capacity, traffic, security, 
etc. Most airlines fear that the ground handling liberalisation directive may not be 
sufficient to foster competition in the sector, since it includes too many safeguards, 
does not ensure enough competitors and does not apply to airports with less than two 
million passengers. 


Frequent Flyer Programmes (FFPs) 


An FFP is a purchase incentive plan that rewards passengers for repeated patronage 
of the services of a particular airline or alliance. Under such schemes, passengers, 
or ‘frequent flyers’, accrue points or miles for each flight on a particular airline 
or alliance. As their points build up they are entitled to attractive free flights and 
other travel benefits. The first FFP was launched by American Airlines in 1981 and 
was so successful that other US airlines and European airlines soon followed suit, 
introducing similar schemes themselves. 

The main aim behind such programmes is simply to sell more seats; this is 
achieved by ensuring the loyalty and repeat-purchase of passengers, by encouraging 
them to use on-line connections with the same airline rather than interlining on to a 
different airline, and to choose the same airline for their future flights. In marketing 
FFPs, airlines target business class full-fare passengers. Although these passengers 
typically represent only around 20% of total traffic, their contribution to total revenue 
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is much higher — about 50%. Hence, if the FFP succeeds in securing the loyalty of 
high yield passengers, the potential gains from FFPs can be sizeable, especially as 
this lock-in effect means that they become even less cross-price elastic than they 
were before. 

Clearly, airlines with more extensive networks have more attractive FFPs, 
because they offer many more opportunities to earn mileage points and to spend 
them. The larger the network, the greater the opportunity and choice for the traveller 
to accumulate and redeem points. This marketing benefit arises primarily from larger 
scope, that is geographical spread, rather than size, and it is exactly what an airline 
alliance can offer. According to Jurgen Weber, the Chairman of Lufthansa, a Star 
Alliance member, a combination of FF Ps’ allied airlines form: 


The glue to hold the alliance together (Gallacher, 1997). 


As most alliances include fully reciprocal, worldwide FFPs, passengers can 
accrue benefits on a wider range of flights and transfer bonuses to the different FF Ps 
of the allied partners. 

By extending reciprocal FFP memberships to each other’s passengers, alliance 
members promote loyalty to the alliance as a whole. These programmes, combined 
with integrated customer services and more seamless travel, can increase passenger 
numbers significantly. A lliances have structured their FFPs in such a way as to offer 
not only a wider network, but also related products (hotels, car rental programmes) 
in more competitive packages, a factor contributing even more to the retention, or 
‘fencing-in’ - to use the expression of Mr Niels Boserup, Chairman at ACI World 
— of passengers. The critical mass of alliances enables them to conclude agreements 
at competitive prices with car rental companies, hotels, credit card institutions, and 
consequently to offer their customers a more global service. 

FFPs increase market share, create a strategic advantage and reduce the potential 
for competition in two ways: at route and at hub level. They can become a barrier 
to entry if airlines use their programmes in a predatory or anti-competitive manner 
by adjusting rewards so that mileage and other bonuses are temporarily increased on 
routes on which they face competition. 

The first factor to consider is that the more extensive the network to which the 
FFP applies, the greater the advantage the members of a global alliance will have 
over smaller, non-alliance airlines in competition for high yield business travellers. 
Airlines with large networks can offer travellers greater chances to accumulate 
and use FFPs points, whereas there is little scope for small and medium carriers to 
operate such schemes, because their networks are too small to make them attractive. 
For these airlines the administrative costs and the revenue lost in flying frequent 
flyers for free and therefore losing the potential revenue from their seats are high 
in relation to the expected commercial payback. As a result, only larger airlines 
are able to exploit FFPs, by attracting more traffic and sustaining higher fares. An 
alliance further strengthens this competitive advantage, because through coordinated 
FFPs business passengers are given an incentive to fly on airlines within a particular 
coalition, and the more global the network of the alliances becomes, the less need 
there will be for passengers to use non-Alliance Airlines. This is one of the reasons 
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why two of the three multilateral alliances (Star Alliance and SkyTeam) have 
chosen to extend their partnership range to a second-tier set of affiliates, namely 
smaller, region-specific carriers: what may seem negligible size-wise when taken 
individually becomes more appetising seen as a composite whole. Many marginal 
markets together can contribute significantly to enlarging the catchment area within 
which FFP miles can be ‘earned and burned’. 

Furthermore, an airline that actually dominates a particular hub— and consequently 
the routes to and from that hub — gains more important customer loyalty advantages 
from FF Ps. Frequent flyers in the hub city can become ‘captive’ to the hub airline. 

In these two ways FFPs increase market power by increasing the costs of 
switching from one airline to another, lowering cross-elasticities of demand and 
reducing incentives for competitive price-cutting. 

Nonetheless, the idea of the importance of FFPs in ensuring passenger loyalty 
appears to have been partially eroded, presumably because frequent flyers have not 
hesitated to become members of different schemes, or because airline alliances now 
allow such passengers - under competition authorities’ pressure - to earn transferable 
points when flying with an airline to whose scheme they do not belong (Doganis, 
2002). On average, frequent travellers are members of 3.5 FFPs (Uncles and Goh, 
2002), which allows them to maintain flexibility with regard to airline selection, 
routes and schedules. This is reflected in the results of a survey carried out in 1999, 
in which membership in an FFP programme was rated as the third most important 
factor influencing the decision of business travellers as to which airline to fly, with 
convenient scheduling and reputation for safety ranked first and second respectively 
(Doganis, 2002). 

Operating FFPs requires considerable investment, and this naturally makes the 
question of their effectiveness one of growing importance. The increasing success 
of budget operators, who offer lower fares as an alternative to FFP benefits, even 
among business travellers (at least for short and medium-haul flights) suggests that 
consumers may not value FFPs so highly after all. Several studies support the idea 
that although FFPs cannot be dismissed as irrelevant, they are not the main vehicles 
for building and sustaining customer loyalty (Uncles and Goh, 2002). 


Computer Reservation Systems (CRSs) One of the first areas where airline 
cooperation appeared was in financing the enormous cost of the major CRSs and 
their associated communications networks, developed in the 1980s. CRSs were 
designed to automate and facilitate reservations and ticketing both for the airlines 
themselves and for travel agents. As CRSs required billions of dollars in hardware, 
software and technological expertise — an investment which could not be sustained 
by individual airlines — carriers grouped together to share the load as well as to pool 
their existing sales outlets. 

US airlines pioneered the development and effective exploitation of CRSs, 
with United’s ‘A pollo’ and A merican Airlines’ ‘Sabre’ systems being the first to be 
developed. B ecause of fears that CRS markets would be dominated by the two largest 
systems in the USA, thereby conferring enormous market power on the two ‘host’ 
airlines, carriers in other regions of the world grouped together to establish their own 
large systems, such as Galileo and Amadeus in Europe, and Axess and Abacus in the 
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Far East. The five ‘super’ regional GDSs (Global Distribution Systems - as CRS are 
now called) which emerged — Sabre, Worldspan (in the USA), Amadeus, Galileo (in 
Europe) and Abacus (in the Far East) account for 80% of CRS locations and 85% of 
CRS terminals. In the USA, the largest market share is controlled by Sabre, while in 
Europe, Amadeus (still controlled by European Airlines: Lufthansa (18.28 %) and 
Iberia (18.28 %), with the public owning 40% of the equity stake) has approximately 
half the market. Until recently, CRSs have been a vital part of distribution, providing 
travel agents with flight schedules, fares, seat availability, reservations and ticket 
issue. 

Alliance partners harvest substantial gains from CRS display. A code shared, 
non-stop flight is listed twice on the CRS screen because both partners list the same 
flight, with different designator codes and flight numbers, as their own. And code 
shared, connecting flights are listed ahead of interline flights. Furthermore, a code 
shared flight with one connection is listed three times on the screen. These multiple 
listings of the same flight push the flights of non-aligned airlines down in order of 
appearance on the screen, or even on to the next screen. 

Additional competition concerns regarding CRSs arise from the fact that each 
of the systems are owned and controlled by several airlines. This could lead to 
the discriminatory listing of available itineraries, or ‘biased display’, with flights 
operated by ‘parent carrier(s)’ made to appear first on the list of possible itineraries 
on a specific route. In other words, any carrier that directly or indirectly, alone or 
with others, owns or effectively controls a particular CRS has the power to ensure 
‘parent carrier’ flight information is given precedence in the display order of available 
flights on screen. 

Because of fears that the dominance of CRS in particular countries or markets 
could giveconsiderable market power to codeshared allies, the E uropean Commission 
and US Authorities forbid display bias and require charges to be reasonable and non 
discriminatory. EU specifications establish that code shared flights may be displayed 
once only. The Commission’s decision approving the now-dissolved KLM -Alitalia 
joint venture included a CRS-related remedy. In particular, the parties undertook to 
reduce the size of their CRS posting if this was necessary to allow a new entrant to 
appear on the first page of the display. 

Meanwhile, air transport industry developments have significantly altered the 
role CRSs play. Whereas the latter were developed on a regional basis, the alliances 
formed to attempt to govern certain traffic flows tend to involve airlines based in 
different regions. During the 1990s, many airlines that were partners in the same 
CRS found themselves in competing global alliances. Furthermore, some of the 
original regulatory concerns over CRSs have diminished in recent years, as these 
are becoming increasingly independent of their airline owners and operate more 
and more as businesses in their own right, without necessarily giving preferential 
treatment to their parent companies. 

The increasing use of the Internet for reservations and the rapid development of 
e-commerce now makes it possible for both travel agencies and airlines to bypass 
CRSs, thereby eroding their importance in airline reservations. British Airways, 
Alitalia and KLM, for example, having realised that participation in a CRS is no 
longer a core activity and no longer provides a competitive edge, have sold their 
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shares in Galileo. In December 2004, Air France relinquished all equity stakes in 
Amadeus. 

In recent years, airline dependence on CRSs has therefore gradually diminished. 
Consumers are now able to make their own itinerary, ticket reservation and payment 
on-line, which is less costly. They can do so through a third party, i.e., on-line travel 
agencies which may or may not have conventional retail outlets, through the airlines’ 
own websites, or by consulting the website of a group of airlines (such as Orbitz in 
North America, Opodo in Europe and Zuji inA sia-Pacific). Once again, however, as 
in the initial phase of CRS development, membership in these on-line travel agencies 
has cut across global alliances, developing along geographical lines. While the use 
of the Internet provides greater opportunities for competition in the marketplace, 
stimulating the rapid growth of new products and services, there are concerns about 
the websites owned by competing airlines, such as the previously mentioned Orbitz 
and Opodo - because the airlines involved could use these websites to tacitly fix 
prices on certain routes where competition is limited. 

This is true for Europe and the US. But in Asia, the use of the Internet for on-line 
travel services, while certainly growing at a rapid pace, is still somewhat limited, as 
the majority of the population does not have access to a computer or is not sufficiently 
PC-literate to make the necessary arrangements via web. Traditional travel agencies 
remain the major distribution channel. And concerns about misleading or inaccurate 
display presentations may also arisein countries where the national flag carrier holds an 
equity stake in a particular CRS. FiveA SEAN airlines - SingaporeA irlines, M alaysian 
Airlines, Royal Brunei Airlines, Silk Air and Garuda Indonesia - hold an equity stake 
in A bacus, one of the three major CRSs used in this region (Nikomborirak, 2005). 

Another new development to affect the distribution world has been the birth of 
Global New Entrants (GNEs). These are an original breed of brand new distribution 
systems, similar in nature to GDSs but smaller, leaner and up to 80-90% cheaper. 

The problem is that the spread of such GNEs — which currently operate mainly in 
the US - is still very limited and therefore cannot yet provide a workable alternative 
to GDSs. What is likely to happen is that in response to the pressure from GNEs, 
traditional GDSs will scale down charges and improve their competitive offer. Star 
Alliance, for example, sent a request for information (RFI) to its GDS suppliers, 
asking for new and better conditions, according to the following principles (Star 
Alliance, 2006): 


e No incentives shall be paid or credits given to third parties of any kind, 
regardless of how or to whom they are distributed. 

e No annual or monthly minimum commitments in terms of cash or volume will 
be accepted. 

e Providers should supply menu pricing for incremental agency services. 

e Airlines shall not be charged for non-productive (for example passive segment) 
transactions of any type. 

e Most alliances are now negotiating new distribution contracts with GNEs, in 
order to keep distribution costs under control and explore alternatives. 
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With an economic environment in which airlines are continually forced to cut costs, 
special attention needs to be paid to those items which have shown a continual increase. 
GDS fees definitely fall into this category (Star Alliance, 2005). 


It is too early to say whether the appearance of GNEs will pose a real threat to 
the supremacy of GDSs. Probably not. But their existence will force change, and this 
should prove beneficial for all three alliances. 


Joint Engineering/Maintenance 


Maintenance consortia are purely cost-motivated agreements designed to evenly 
distribute the costs of fleet maintenance and overhaul among the constituent airlines, 
in order to keep down the cost of the infrastructure and equipment needed to run a 
heavy maintenance programme. One of the earliest multilateral alliances revolved 
around cost-savings achieved as a result of partners’ specialising in different aspects 
of aircraft maintenance. The airlines involved realised that a fleet size of at least 20 
aircraft was needed by each airline to justify the necessary investments in hangars, 
equipment and simulators (Learmount, 1989). The creation of a consortium would 
allow the airlines to spread out the cost of the capital outlay by letting individual 
members specialise in certain aspects of maintenance, be they airframes, engines, 
avionics or landing gear, or to concentrate on particular aircraft types. And by 
eliminating the duplication of equipment, training and spare inventories, costs would 
be further reduced. Economies of scale would be achieved as buildings, facilities 
and labour were used optimally. In this way, savings of around 10-20% would be 
possible (Learmount, 1989). A further incentive was the improvement of safety and 
guarantee quality, as unsatisfactory quality meant costly time on the ground. 

These consortia did bring some disadvantages, such as increasingly complex 
decision-making processes, more time-consuming transportation and greater 
communication costs, in addition to the very long-term commitment they demanded. 
But while a certain amount of flexibility was lost because there were, say, four 
airlines instead of one, this was more than compensated for by the financial benefits 
and improvements in efficiency. 

In the 1960s, two consortia were established among European airlines to share 
and coordinate expensive manufacturing facilities. 

KSSU, a consortium tagged with an acronym based on its founding partners’ 
names, was set up in 1970 by KLM, SAS, Swissair and UTA. Its origins go back to 
1968, when SAS and Swissair decided to cooperate on the maintenance of Douglas 
DC-8s, Caravelles and Coronados. KSSU represented a simple arrangement by 
which heavy maintenance responsibility for the aircraft types, their engines and 
major components was split up amongst the partner airlines. KLM, for example, 
was responsible for almost all KSSU’s Boeing 747s. There was no duplication of 
buildings or heavy maintenance equipment and substantial savings were made by 
buying spares jointly and improving overseas supply logistics. 

Atlas was founded in 1968 by Air France, Alitalia, Lufthansa and Sabena, with 
Iberia joining in 1972. Originally, a complex work-sharing model was developed to 
ensure an equitable spread among the partners. Air France, for example, specialised 
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in Boeing 747 airframes and landing gear, while Lufthansa took care of Airbus 
A300 airframes and landing gear as well as JT9D engines. In 1989, three of the 
Atlas members — Lufthansa, Air France and Iberia — went even further and signed a 
more comprehensive agreement covering the harmonisation of aircraft purchasing 
policies. This led to the establishment of a joint catering company, the joint training 
of pilots and increased collaboration on computer reservation systems. The Atlas 
consortium has now formally disbanded, but some cooperation continues on a 
bilateral subcontracting basis. 

In both consortia, while the group members collaborated considerably on 
maintenance they nonetheless remained independent, preserving their separate 
identities and continuing to be highly competitive in commercial matters. 

Air transport industry developments, especially the emergence of airline alliances, 
have outgrown the economic significance of these consortia. As long as the alliance 
partners operated similar fleets of aircraft, maintenance coalitions worked. By the 
1980s thepartners had taken differentstrategic directions and their fleets wereno longer 
compatible, thereby rendering the consortium groupings redundant. Major airlines 
had by then acquired fleets of substantial size and the necessary level of expertise 
to justify investing in and setting up their own maintenance facilities. Furthermore, 
membership in the maintenance consortia did not correspond with membership in 
the global alliances; the three members of Atlas, for example, belonged to three 
separate global alliances. Future cooperation on maintenance may be more likely to 
involve partners in the same global alliance rather than in traditional maintenance 
consortia, even though the traditional difference between commercial areas (where 
the competition is cut-throat) and maintenance areas (where collaboration may exist 
even between competing airlines) still seems to hold true. Contracts laying down the 
legal framework for the constitution and obligations of global multilateral alliances 
do not normally contain provisions regarding maintenance services, which leaves the 
airlines relative freedom of action. In 2004, for example, Alitalia, already a member 
of SkyTeam (Maintenance Systems) set up a joint venture unit with Star Alliance 
member Lufthansa (Technik) for engine maintenance. 

By contrast, in a merger scenario such liberty to partner up with competing 
airlines would clearly be banned, with merging partners bound to ‘loyal’ maintenance 
contracting with common suppliers only. 

These experiences demonstrate that strategies and objectives are in a constant 
state of flux and should not be stifled by an alliance relationship. Partners need to 
be able to reshuffle the cards in terms of strategic directional changes and when this 
happens an alliance that imposes too strict a standard on its members is bound to be 
less appealing than one providing the necessary leeway for variation. Alliances are 
not strategies in themselves, but rather the means to realising strategies. 


Code Share Agreements 


According to ICAO (ICAO, 1997), code sharing is the practice whereby one airline 
permits a second airline to use its airline designator code on a flight, or where two 
airlines share the same airline designator code on a flight. The Federal Aviation 
Administration (FAA) defines it as ‘a marketing arrangement that permits [...] a 
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carrier to sell service under its name and airline designator code when the service 
is provided in whole or part by another air carrier’. Consequently, code sharing 
permits the offer and sale of transportation services involving more than one airline 
(which would normally be considered as ‘interline’) as if they were transportation 
services on one airline (which would be normally be characteristic of ‘on-line’). In 
its application, each airline sells seats on the other airline's flights under its own 
flight numbers, that is as though the flight were its own, and passengers actually fly 
on an airline other than the one identified on the ticket. Revenues are split between 
the partners according to an agreed formula. 

The figure below depicts the way code sharing is performed: airlines code share 
on the hub-hub route, with one of each or both airlines performing the flight using 
the designated code. Once they have arrived at hub B, passengers complete the next 
leg of their journey to behind points with the remaining passengers of the airline 
that started the flight at hub A, even if the leg in question is performed by the other 
airline. 


A B 


ee» Hub-Hub route 


——+* Behind or beyond point 


Figure 3.2 Code share 


Code sharing has been the most prevalent factor in multinational airline alliance 
arrangements. In the simplest case, an international code share alliance links the 
route network of one airline with the route network of another, forming an end-to-end 
alliance with little overlap. The motivation for this is the need to satisfy passengers 
who prefer to fly non-stop whenever possible. Furthermore, the rising number of 
non-stop flights between South-East A sia and Europe, and between South-East A sia 
and the West Coast of the USA has helped push airlines to conclude code share 
agreements, because stops would put airlines at a serious competitive disadvantage. 
Besides the competitive advantage code shared flights secure through better display 
positions in CRSs, other reasons for airlines to sign code share agreements are related 
to their desire to maintain, protect and improve their positions in the market. Code 
sharing is an inexpensive marketing tool that helps airlines: 


e to achieve better presence on routes they do not fly and to gain access to 
airport facilities through the partner airline 

e to enable joint operation airlines to supply a viable service when traffic 
volumes do not justify individual operations by two airlines: for example, 
Delta Air Lines and Sabena code shared on a DeltaAir Lines-operated flight 
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between Brussels and Atlanta 

e to remain competitive or, in some cases, to enhance competitive position 
by obtaining feeder traffic, as in the case of bmi British Midland’s feeding 
United’s transatlantic operations out of London-H eathrow 

e To obtain increased market access to points hitherto restricted by capacity 
provisions in ASAs and thus circumvent foreign investment restrictions. 


Code sharing may involve a major airline sharing its code with a smaller feeder 
airline, usually a regional/commuter airline which may or may not be owned by 
the major airline, to earn consumer recognition and add weight to the promise of 
seamless service. It can also be an arrangement between two, or in some cases three 
or more airlines based in different countries, for cooperatively operated enterprises 
such as joint venture flights, or for a connecting service which uses the same code. 
In international markets the practice generally involves the use of both parties’ 
designator codes on a route operated by just one of the airlines concerned. 

A distinction is usually made between strategic, regional and point-to-point code 
sharing: the first type covers a large part of each partner’s route system, the second 
type focuses on cooperation within a specific geographic area, and the third is of a 
strictly ‘tactical’ nature and involves single routes. Code sharing can be short-term 
(one or two schedule periods) and apply to one route only. 

Code sharing usually gives backbone to an alliance. It is a multilateral (where 
two or more airlines place their codes on the flights of a third), long-term procedure 
involving significant changes in operational arrangements in order to harmonise 
schedules. Out of the harmonising process comes what can be called an ‘equal 
partner network’, aterm which is applied even if one code share partner is of smaller 
size, there being a relative degree of equality in that particular market (K leymann 
and Seristo, 2004). Other types of alliance cooperation may be directly related 
to code sharing, such as single check-in, common frequent flier programmes and 
coordinated flight schedules. The most common forms of code sharing are: 


Block Space Block space refers to the purchase of a number of passenger seats and/ 
or specified space by an airline for the carriage of its traffic on an aircraft belonging to 
a second airline. Under a block space agreement, one carrier (the marketing carrier) 
can count on having a certain number or percentage of reserved seats (blocked space) 
on the flights of its partner carrier (the operating carrier). Block space pre-dated code 
sharing as a practice and was used to optimise available capacity, but it evolved 
into code share arrangements, block space arrangements, or agreements whereby an 
airline would allocate a certain number of seats on its flights to be sold by a partner 
carrier. Block space agreements can involve ‘hard blocks’, whereby the marketing 
partner purchases and pays for a set amount of seats on the operating partner's metal, 
irrespective of whether these seats are sold or not; or ‘soft blocks’, in which the 
marketing carrier pays only for the seats actually sold. 


Free-flow In a free-flow (or dynamic inventory) agreement, aircraft capacity 
is not initially shared out. The operating airline manages all available seats in its 
own inventory. The marketing company or companies sell a notional flight - that 
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Figure3.4 Freeflow 


is a flight that exists in commercial terms - through their CRS, with their own 
reservation classes, which will ‘dip into’ the inventory of the operating airline using 
an equivalence table (‘class mapping’). This actually means that the flight is shared 
by two or more airlines. Free flow code shares allow the marketing carrier access to 
the operating carrier’s inventory. 

The key difference between the two types of code sharing is that under blocked 
Space arrangements the marketing carrier takes on the revenue risk. As this generates 
increased competition between the marketing and operating carriers, blocked space 
code shares are likely to be the more preferable of the two types. Obligations 
involving code sharing with new entrants have been used in some cases of alliance 
approval to enable new entrants to effectively offer a higher frequency service. Such 
arrangements are useful in that they place the low frequency entrant on a more even 
footing with the high frequency incumbent, although their attractiveness may be 
slightly marred by the new entrant's need to rely on the competing airline in order to 
serve its own customers. 

The theoretical benefits of code sharing include traffic synergies and the revenue 
that accompanies them, cost-savings from joint services, and economies of scale. 
Code sharing has the advantage of enlarging an airline's flight network or increasing 
the frequency of the flights it offers. In this way market share can be increased 
without the carrier incurring additional costs for operating the flights. M arketing 
access is extended beyond the rights permitted in bilateral agreements. And code 
share partners provide each other with passengers, which increases the seat load 
factor. With regard to the latter, it has been calculated that a 1% increase in the 
transatlantic passenger load factor could generate an extra U S$24 million for a major 
airline (ICAO, 1997). 

The KLM and Northwest Airline alliance exemplifies the benefits arising from 
code sharing and demonstrates how KLM managed to become a major international 
airline without possessing a large domestic ‘origin and destination’ market. The 
partners claimed that as a result of their alliance revenues for the 1994 financial 
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year were boosted by US$100 million for the European airline, and by US$150 
million for the US airline. These gains came not only from the routes covered by 
the code share agreement but also from an increase in interline traffic between the 
two airlines. KLM’s load factor on US routes had been boosted by 5% since 1993. 
Traffic between the Netherlands and the US grew by a 13.6% yearly average between 
1990 and 1995, against an overall Europe-US average of only 3.5% per year. The 
Amsterdam hub was used to channel flights to and from beyond destinations, at the 
expense of other European hubs. 

Depending on market circumstances, code sharing can be either pro- or anti- 
competitive in its implications. It can be pro-competitive if it allows two airlines to 
link up and compete more effectively against another airline with a larger network 
or better geographical coverage in certain markets. For example, United Airlines 
and bmi British Midland can compete against British Airways’ compound North 
Atlantic, UK domestic and short-haul European network more effectively in unison 
than separately. Likewise, KLM and Malaysia Airlines together can give British 
Airways and Qantas a run for their money in the UK -A ustralia market. 

On the other hand, where code sharing is used simply to reduce the number of 
operators on a route, the outcome can be anti-competitive, although in this case 
airlines could rightfully point out that without it, non-stop service would be lost on 
certain routes. 

One further aspect to be kept in mind is that often, in a code share relationship, 
the allocation of yield share on routes where each partner remains responsible for 
the bottom line of its own operations can become a source of friction and discontent. 
If the agreement consists mainly of code shares on single routes, smaller partners 
run the risk of being placed at a disadvantage and being barred from operating more 
profitable routes. F or this reason, they usually prefer to enter into joint ventures with 
the backup of a larger airline (K leymann and Seristo, 2004). 


Pooling Agreements 


Pooling is a traditional form of inter-airline cooperation, sometimes sanctioned 
or even required by bilateral agreements and usually motivated by capacity 
considerations. It refers to flights bearing the designator codes of two airlines which, 
typically, have agreed to share revenues and/or costs. The two airlines cooperate 
on all aspects of the flight, splitting specific costs and in certain cases even sharing 
incremental profits. Both airlines charge identical fares and there is no competition 
between the ‘partners’ regarding traffic. 

Under pooling agreements in the past, the revenue earned by different airlines 
operating a particular route was shared between them according to a particular 
formula. In some cases revenues were divided up in proportion to the capacity offered 
by each airline. In others, airlines pooled revenues only up to a certain percentage 
of seats sold, or by some other more complex revenue allocation scheme. Pooling 
agreements also often provided for cooperative scheduling and joint marketing, two 
important areas airline alliances are entering into. Most pooling agreements were 
drawn up between airlines operating the same route, whereas the current alliances 
are mainly between airlines operating different routes. 
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Pooling agreements represent the first step towards the formation of alliances, 
but they have been replaced - with the help of liberalisation - by code sharing, block 
space or other interline agreements, whose prime objective is the same, namely to 
coordinate schedules, avoid capacity or frequency competition and thereby push 
up load factors. Today, pooling agreements can be found only among some Asian, 
Middle Eastern and African airlines (Doganis, 2002). 


Strategic Alliances 


A strategic alliance is one where the partners mingle their assets in order to pursue 
a single or joint set of business objectives. Co-mingled assets may be terminal 
facilities, maintenance bases, aircraft, staff, traffic rights or capital resources. If two 
or more airlines offer a common brand and a uniform service standard it means 
they are co-mingling their assets and have moved into a strategic alliance (Doganis, 
2001). Strategic alliances are so named because cooperation is evident in a wide 
range of activities ranging from sales and marketing to purchasing and maintenance. 
An alliance is strategic when it is long-term in outlook and involves all levels of 
the company, from chief executives to front line personnel. In a strategic alliance 
partners jointly choose capacity, share it equally among themselves but market their 
capacity share independently (Barla and Constantatos 2005). 

When astrategic alliance has been formed, partners cooperate in almostall the areas 
of joint activity normally found in a marketing alliance, in addition to further areas 
such as the exchange of flight crews (as in the case of Delta Air Lines and Swissair), 
joint advertising and promotion, joint purchase of fuel and other commodities, and 
possibly even aircraft. Reciprocal FFP recognition, coordinated schedules and some 
fare planning are all — provided they are accompanied by regulatory approval — 
characteristic of strategic airline alliances and are designed to give travel within 
the alliance network the magical touch of ‘seamlessness’. Some partners, such as 
British Airways and Qantas, further integrate their operations to cover maintenance, 
purchasing and inventory management. But none of these characteristics alone, nor 
all of them together are sufficient to elevate the level of cooperation to a strategic 
one. It is the higher level of commitment and the higher degree of coordination that 
makes an alliance truly strategic. The degree of integration must be made stronger 
by joint development of operations planning systems, pricing and yield management 
systems as well as joint development of information technology systems. Sometimes 
certain management roles may also intertwine, with partners deciding to appoint 
one jointly chosen person to take care of a specific function for both airlines (for 
example a revenue management unit, or an ad hoc project, in the kind of setup more 
commonly found in a merger framework). A s the scope of collaboration and the areas 
of joint activities between alliance partners increase and become more profound, the 
partners enjoy greater profitability (and thus larger cost-savings). There are more 
benefits for strategic alliances with a broad scope of collaboration than for simple 
alliances of limited scope. 

Strategic alliances are defined by two other specific characteristics: exclusive 
membership and a joint marketing entity. 
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Exclusive membership means that a formal member of one strategic alliance 
cannot simultaneously be a formal member of another strategic alliance, whereas 
all airlines can at any time engage in tactical cooperative agreements with multiple 
airlines in the same or different alliances. Star Alliance and SkyTeam seem to be 
rather strict in this respect and normally do not allow their members to cooperate 
with airlines belonging to a competing alliance unless the relevant agreements 
existed before entry in the coalition. By way of example, a long-standing code share 
relationship between A ustrian Airlines and CSA Czech Airlines, the former a Star 
Alliance member and the latter a partner in SkyTeam, was eventually revoked for 
this reason. Likewise, bmi British Midland and KLM , also members of Star A Iliance 
and SkyTeam respectively, were forced to abandon their cooperative liaison. 
oneworld, on the other hand, has adopted a more relaxed policy, and does not veto 
tactical cooperation with competing alliance members, as the examples of Qantas- 
Air France or LAN-Korean Air show. 

A strategic alliance must also be branded as a dedicated marketing entity. Strategic 
alliances are joint, dedicated marketing entities for network-wide cooperation. 
Sometimes partners jointly promote and advertise their products. For example, before 
their entrance into SkyTeam and despite not having officially labelled their alliance, 
KLM and Northwest A irlines shared a ‘Worldwide Reliability’ logo on the fuselages 
of their planes, tickets, advertising materials and in-flight service amenities. 

Aside from the activities presented under marketing alliances, strategic alliances 
may also include the following areas of collaboration: 


e Coordination of networks/schedules 

e Equity involvement 

e Joint Venture flights 

e Franchising 

e Information Technology (IT) sharing and development 
e Joint purchasing 

e Virtual Merger. 


Coordination of Networks/Schedules 


To further enhance a code share agreement offering a more comprehensive set of 
destinations, allied partners can coordinate their combined network, adjust schedules 
in order to provide passengers with a greater number of connections, reduce 
connection times and introduce new services increasing the variety of both direct 
and indirect services for passengers. 

By coordinating aircraft arrival and departure times to create a mutually 
convenient schedule, and by locating arrival and departure gates strategically to 
minimise connection times and avoid long stays at the hub, allied partners offer 
passengers potentially smoother travel, or the promise of on-line, point-to-point 
flight. Convenient scheduling and frequencies are particularly important to those 
much sought-after, high-yield business travellers, who require the flexibility to 
change routings and flight times. Airlines that do not offer a direct flight on certain 
routes need to ensure that the indirect flight they are offering has attractive elapsed 
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times, frequencies, schedules and travel conditions. For this reason, cooperating 
carriers optimise their schedules to create an even spread of flights throughout the day. 
However, such coordination demands a substantial commitment from the partners, 
since even small changes to the schedule require months of advance planning, and 
85% of an airline’s cost structure is fixed in its schedule. 

In addition, by agreeing to coordinated schedules, allied airlines can increase the 
catchment potential of their combined networks. Finally, improved connection times 
achieved through schedule coordination shorten the elapsed time, a major element in 
the ranking of flights on CRS displays. 

Consumers benefit a great deal from combined alliance hub-and-spoke systems, 
as they can fly to more destinations, with higher frequencies and shorter connecting 
times than was the case before the development of hubbing. Since the SkyTeam 
alliance was established, the flights from Paris to New York-JFK have increased 
from three to five daily, they have been structured more rationally and there are more 
seats available to satisfy customer needs. 

To be able to coordinate their schedules, airlines need antitrust immunity and 
exemption, factors which also allow them to jointly set fares. Furthermore, given 
an open skies regime, those airlines wishing to operate transatlantic services would 
be able to do so by re-allocating the partners’ slots. Northwest Airlines and Delta 
Air Lines, for example, could theoretically gain access to London-Heathrow slots 
through the pooled slot resources of their partners KLM, Air France and Alitalia. 

The ability to coordinate schedules, combined with the control incumbents have 
over a large number of landing and take-off slots at their hubs makes it possible 
for alliances to reset their schedules and anticipate those of competing companies 
by a few minutes, thereby dealing the latter a serious, potentially irreversible 
blow. Concerned about the potential alliance partners have to schedule flights and 
increase frequencies for the sole purpose of obstructing new entries or squeezing 
new entrants out of the market, the European Commission has managed to establish 
certain preconditions for alliance approval, which provide for freezes or only limited 
increases of existing frequencies for a certain period of time, and slot relinquishment 
in certain time bands at slot-controlled airports, in case a new entrant cannot obtain 
such slots through the ordinary procedures. 


Equity Involvement 


Equity involvement refers to one firm taking an equity stake in its partner firm - a 
unidirectional investment — or to the exchange of equity shares between the partners 
- a bi-directional investment. The opportunity to own an equity stake in foreign 
airlines has increased as several states have begun to relax the rules on foreign 
investment and control conditions in national airlines in their bilateral air services 
agreements. Nonetheless, foreign ownership of incumbent or national airlines 
continues to be limited by governments adhering to the principle that an air carrier 
should be ‘substantially owned and effectively controlled’ by nationals of the state 
in which the carrier is registered. In the US there is a limit on foreign ownership of 
airline stock: foreign airlines can hold no more than 25% of voting shares. Before 
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its liberalisation policy, the Chinese Government placed a ceiling of 35% on foreign 
investment in domestic airlines. 

There is also a form of passive equity involvement. Pan Am used to have minority 
stakes in many Latin American airlines. British Airways, Air France and KLM have 
a number of such agreements with certain African airlines. The reasons for these 
alliances are mainly political in nature and originate from colonial times when the 
UK, France and Holland had ties with some African countries. 

An equity stake can be a high-risk investment and a source of tension between 
the partners. If one of the partners gets into financial difficulties, the market value 
of the stake is reduced and in the extreme event of the partner entering bankruptcy 
and ceasing operations, the investment may have to be written off altogether. When 
Continental Airlines went bankrupt, its partner, SAS, found itself having to forego a 
US$100 million investment. 

Unidirectional investment - depending on its size - may be perceived as an 
attempt by the investor to exercise control over the airline it has invested in. There 
are several reasons for airlines to develop equity links with each other, ranging from 
the desire to give reciprocal shareholders the symbolic reassurance that an alliance 
is solid and long-term, to the strategic decision to aid a partner in dire economic 
straits. In the latter case, when the financial conditions of the partner receiving the 
investment improve, there is a good chance that the interests of the two partners 
will collide. Thus, the relationship is either re-balanced or the alliance ends. The 
experience of KLM and Northwest Airlines is exemplary in this sense: KLM invested 
in Northwest Airlines when the latter had financial difficulties. The two partners 
worked very well together for a while, but conflicts began to emerge as Northwest 
Airlines became profitable and no longer needed KLM’s financial support. KLM 
ended up selling back its minority quota and tensions immediately ceased. 

On other occasions, taking an equity stake can confer a competitive advantage 
and give the investing airline ‘early bird’ advantages over other airlines attempting 
to invest at a later date. The investment of SAS in bmi British Midland prevented 
all other airlines from striking similar marketing and ownership deals with the 
Heathrow-based carrier. bmi British Midland was much sought after as an alliance 
partner, as it had managed to build up a substantial holding in take-off and landing 
slots at London-Heathrow, where slots are in scarce supply. 

Supporters of equity stakes - especially bi-directional ones in which neither 
partner attempts to control the other - argue that such financial transactions are 
essential in cementing the relationship between allies. Equity investment in foreign 
airlines is often part of a strategy to drive or strengthen and expand market access. 
The act of purchasing shares demonstrates commitment and thus assures the other 
airline of a serious interest in long-term collaboration. This (at times unavoidable) 
commitment to partner survival is exemplified in the KLM-Northwest Airlines 
alliance, in relation to which aKLM official stated: 


.... if we did not have the equity, we would let Northwest Airlines go into bankruptcy. 


Opponents of equity purchases maintain they are a sign of unhealthy agreements 
and a symptom of airlines in distress. The same equity stake that held the KLM - 
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Northwest Airlines alliance together, and the control it granted KLM was responsible 
for their clashes between 1995 and 1998, as stated above. And an exchange of equity 
shares was not enough to save the Delta Air Lines-Swissair-Singapore Airlines 
alliance, which broke up when Singapore Airlines joined Star Alliance and Delta 
Air Lines teamed up with Air France. In this case, minority equity positions such 
as those the three airlines shared were not enough to discourage defection. When 
investment levels are low, commitment tends to be weak. 

Experience has shown that equity ownership is neither a prerequisite for strategic 
alliances nor a necessary indication of any form of truly meaningful cooperation. It 
should be noted that most of the alliances struck up recently among airlines involve 
no equity investments at all. It seems that airlines have come to realise that they 
can work together without having to buy one another’s stakes. Despite the frenzied 
increase in partnerships, the number of alliances entailing equity stakes has remained 
more or less constant. At the end of 2001, over 60 airlines had shareholdings in 
foreign airlines, while about 200 airlines had equity owned by foreign investors 
(ICAO, 2002). The speed of globalisation and the problems faced by the industry 
will sooner or later lead to the relaxation of restrictions on foreign ownership rules, 
and this is likely to foster a new wave of consolidation in the years to come. In this 
case, however, equity stakes will not be used as financial glue to keep alliances 
united, but rather as the foundation blocks for mergers. 

There is still one part of the world where cross-border equities remain popular, and 
that is Latin America. The typical Latin American alliance starts with one dominant 
airline (LAN) taking a stake in a carrier based in a country in the region - either 
an already existing airline or one created specifically for this purpose. Two reasons 
have been suggested to justify the popularity of these equity exchanges. Firstly, 
the Latin American market is so small that airlines cannot achieve economies of 
scale without crossing borders, and cross-border equities represent the only way for 
airlines in small countries to grow. Secondly, equity alliances between Latin Airlines 
are preferable to mergers with large foreign airlines — namely North American or 
European carriers — because it may be the only way to ensure that Latin airlines 
are not relegated to a secondary role (Knibb, 2004). Either way, these cross-border 
equities seem to be the first step towards a cross-border consolidation in the region, 
which is going ahead hand in hand with a progressive liberalisation of the aero- 
political and regulatory framework. 


Franchising 


Franchising is the practice whereby one airline — the franchiser — grants another — the 
franchisee — the right to use various elements of its corporate identity, for example 
name, aircraft livery, flight designator code, uniforms and brand. In marketing and 
delivering its air service product, the franchisee is subject to standards and controls 
intended to maintain the quality levels set by the franchiser. Usually, when one airline 
grants these conditions to another, often as part of an overall package, the franchiser 
takes responsibility for its franchisee’s marketing and sales management. In return, 
the franchisee pays royalty fees and adopts the service standards of the franchiser, in 
addition to carrying the franchiser’s flight code. 
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This practice originated from the efforts of large airlines to reduce labour costs by 
partnering with smaller regional airlines that could be operated more economically. 
With their lower unit wage costs and local expertise, the latter could fly on behalf 
of the big carriers on those thinner, short-haul routes which usually required smaller 
aircraft, in this way acting as feeder airlines to the franchisers’ main networks. 

A franchise is a kind of regional alliance between a larger airline and a regional, 
or feeder, operator, in which the franchise partners pursue a joint objective, i.e., 
to profit from the common passenger traffic generated as a result of the franchise. 
Thus, despite the fact that one partner is usually much smaller than the other, many 
franchise agreements are truly a form of strategic cooperation, since one airline co- 
mingles its assets and does not use them independently. 

BritishA irways’ network of franchisees demonstrates the strategic purpose behind 
the technique. In 1999, British Airways had nine franchisee partners, which added 
74 destinations to the British Airways network. Seven of them were UK airlines 
operating both domestic and international services, one was a Danish airline and 
one a South African domestic operator. One of the franchisees, City Flyer Express, 
was an airline with a relatively extensive network of domestic and some short- 
haul international services radiating from London-Gatwick Airport. These flights 
provided excellent domestic feed to British Airways’ own international services 
from Gatwick. In 1999, British Airways bought this airline to safeguard these routes 
and its numerous slots at Gatwick. 

Although other carriers have been less enthusiastic than British Airways in 
developing franchising activities, it is possible that in future some smaller regional, 
domestic or international airlines will decide to become franchisees of larger airlines, 
operating part or all of their services using the colours and livery of the franchiser. In 
recent years, the franchising trend seems to have slowed down in Europe, whereas 
in the US it has maintained a relatively lively pace. The main disadvantage of 
franchising is that by abiding with the dictates of the dominant carrier (in core areas 
such as, for example, network planning. scheduling and revenue management), the 
franchisees’ entrepreneurial drive is somehow hampered. Unless itis financially very 
rewarding, which is rarely the case given that such operations are usually heavily 
cost-managed by franchisers, the initial industrial enthusiasm tends to fade after a 
while and the relationship dissolves. In the US, in fact, the tendency is to establish 
less strategic links, of variable duration, where the entrepreneurial risk - in terms of 
investment costs — continues to be in the hands of the franchisee, with the franchiser 
allocating a pre-established revenue quota to its regional operator. 


Information Technology (IT) Sharing and Development 


Alliance customer information management is a strategic and perhaps even 
differentiating tool which will enable alliances to approach their goal of providing a 
seamless travel experience for customers. It is therefore essential that they have more 
flexible access to real-time data and, even more crucially, communication between 
the different CRSs used by the alliance partners. In Star Alliance, for example, half 
the members use Amadeus, while others have adopted Apollo; in oneworld most 
members use Amadeus, whereas American Airlines prefers Sabre. In Star Alliance 
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there are eight different reservation platforms, in oneworld, three. Simplifying the 
business can reduce costs and enhance service. This can be achieved only through 
common information management. 

Thus, alliances have forged alliance-wide, Internet-based or private net-based 
communications networks which link the participating airlines at least as far as 
operations, reservations and direct interaction with customers is concerned. In most 
cases, these networks consist of protocol-based stand alone platforms which protect 
the legacy systems of the individual airlines but reduce the number of interfaces 
between the various airlines in the alliance, ensuring that information appears in the 
host's computer language and that the flexibility to incorporate new members into 
the technology platform is maintained. 

Within the common IT platforms two applications have been developed: the first 
is flight forecast query response, which allows front-line desks of member alliances 
fast on-line access to real time flight information (such as connections, cancelled flight 
notification, flight-status) regarding all alliance airlines. The second application is 
redemption availability for frequent flyers. Partners may view redemption inventory 
on other member’s flights, which allows passengers to automatically accrue miles 
on any participating FFP regardless of which airline operates the flight. The next 
application to be developed is Passenger Name Record (PNR) servicing, which will 
enable members to access, update or change any ticket from a member airline on- 
line. This will go one step further than the facility currently in force, i.e., ‘PNR 
view’, which allows airlines to view (but not to modify) each others’ booking 
records. PNR servicing is a costly investment, and some airlines are questioning 
whether competitive multilateral alliances acting without a single P&L should touch 
on such an area, which is potentially quite ‘private’, as it allows partners to intervene 
with regard to sensitive data such as fare levels, routing, etc. It will be interesting 
to see how far alliances are prepared to go in implementing practices that until now 
have been commonly seen only in mergers and acquisitions. 

Star Alliance was the first to launch IT links between its members, by establishing 
StarNet, a central middle-ware hub that translates messages between airlines into a 
format that is understood by the host systems of each. SkyTeam soon followed with 
SkyTeamN et, a private network allowing messages between member airlines to be 
exchanged in real time. oneworld, on the other hand, has decided not to develop such 
facilities, with the partners instead using bilateral messages carried on the existing 
communication infrastructure. 

Not only does the marketing edge to be gained from providing alliance customers 
with snag-free travel rely heavily on IT and the ability of systems to ‘talk’ to each 
other, but so too does the potential to save costs on facilities ranging from joint 
purchasing to shared check-ins and sales offices. It was estimated by Star Alliance 
that cutting back from nine applications to two reduced development costs by 50% 
(Airlines International 2000). The multiple functions that a common IT platform can 
serve range from strategic planning to operations and back-office applications for 
marketing and sales. If allied partners proceed to sign joint corporate contracts with 
suppliers they will need common sales support systems to handle these contracts. In 
the area of strategic planning, allied partners need common decision-making support 
tools upon which to base their network optimisation. The biggest advantages of 
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having areduced number of systems are lower development costs, higher purchasing 
power and the opportunity to standardise business processes, with the ultimate goal 
of easing integration between the partners. 

A common middleware is a quick way to link partners without forcing the pace. 
The next step will be common alliance IT platforms, although such a plan requires 
time and considerable programming effort. Certain areas of individual airline IT 
development will gradually be replaced by alliance IT development, so as to reap 
economies of scale within airline groupings. A dedicated, unified alliance IT platform 
requires substantial up-front investment, but once achieved would drive cost levels 
down. Under the current financial crunch, airlines are unwilling to commit to the 
huge expenditure involved in replacing old legacy mainframes. In addition, it would 
be a notable commitment because it would entail a long-term strategic tie up with 
the other partners. Such consolidation would mean that individual IT departments 
would lose a certain degree of control, in exchange for greater influence in the whole 
alliance organisation. 

There will certainly be close interaction between alliance development in the 
air transport industry and consolidation in the IT providers industry. If alliances 
represent a way of consolidating the airline industry, IT will have to consolidate 
to act as provider for these alliances. Perhaps, ultimately there will be separate 
dedicated suppliers for each alliance (Airlines International 2000). In the meantime, 
some alliances have made up their minds and taken the big step, although in reality 
only a few members of each, rather than the whole alliances, have done so. Amadeus 
was selected to provide the common IT platform for Star Alliance. The process was 
managed by Lufthansa and United Airlines, the carriers that will be the first Star 
Alliance members to migrate to A madeus’s Altea platform, also selected by airlines 
belonging to competing alliances. In the words of Amadeus Airline Business Group 
Vice President, Peter von M oltke: 


When we say common platform, it actually is common to all the [Altea customer 
airlines] ... but when we say Star common IT platform, there will be a set of functionality 
and business rules and implementation that will be Star-orientated. 


Plans are that Lufthansa will begin its transition in the second half of 2006, with 
complete migration by the end of 2007. Other Star Alliance members are not required 
to adoptA tea, but according to von M oltke: 


A significant majority of Star airlines are looking at the platform now that the decision 
has been made. 


As far as the long selection process, which lasted several years, is concerned, he 
added that: 


It was a very complicated process, a complex commercial framework. It does not only 
encompass Lufthansa and United, it also talks about any future airlines that will join the 


Star common platform and alliance. 


Talking about the cutover, von M oltke commented that it will be: 
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Probably the largest airline [IT] migration in history (Flint, 2005). 


Joint Purchasing 


Airline alliances could significantly reduce purchasing, maintenance and training 
costs by deciding to use the same aircraft type. If alliance group members were to 
jointly bargain for even slightly lower prices of goods and services, savings could be 
considerable. Such a commitment exceeds the boundaries of marketing cooperation 
and moves alliance cooperation to a truly strategic level. Prerequisites for a successful 
campaign include a joint specification of the aircraft, a joint performance evaluation, 
joint operating cost analysis, and joint support and quality requirements. Partners 
need to agree on issues ranging from galley layout, the number of toilets, and the 
lighting panels that must be identical across all partners’ aircraft, to the inclusion 
or not of equipment to facilitate operations under fog conditions. In addition, in the 
case of fleet commonality, the purchase of spare parts or replacement parts is made 
according to better terms and prices for an alliance than for an individual airline, 
as greater quantities are bought if all members of the alliance use the same type of 
aircraft. 

There have not been many efforts in this direction, since such decisions require 
lengthy negotiations and mutual concessions to agree on the aircraft specifications. 
Qualiflyer Alliance made a move in this direction in the past, when Swissair, Sabena 
and Austrian Airlines all bought Airbus (A320 family), and at present Star Alliance is 
making similar attempts. Four Star A IlianceA irlines - Air Canada, Austrian A irlines, 
Lufthansa and SAS — are joining forces to place an order with one manufacturer for 
aircraft built to a common specification. Each of the airlines has given in on some 
requirements and thus the majority of hurdles to a common specification aircraft are 
being overcome. As one Star Alliance officer put it: 


Y ou can live with non-specification items if there are cost advantages. 


Such bulk aircraft orders benefit both manufacturers and airlines. Benefits for 
the manufacturers include economies of scale due to the larger order volume and 
a standardised specification allowing cost-efficient production. Such commonality 
would mean that there might be flexibility in the delivery dates for the airlines. The 
airlines, meanwhile, expect to see cost-savings through operation, maintenance and 
training opportunities, and the ability to dry-lease their same-specification aircraft 
between Star Alliance partners. There have been estimates that discounts in aircraft 
purchasing for a large alliance group could reach 10%. 

W hen thereis fleet commonality across the alliance, an airline can buy idle aircraft 
off partners. Qantas, for example, took the aircraft (Boeing 737-800) American 
Airlines had commissioned but was unable to use because it was cutting back on its 
fleet after the events of September 11, 2001. Such a deal benefits both partners, since 
the one does not need to resort to outside suppliers and the other does not have to 
incur the costs of maintaining idle aircraft on the ground. 

Fleet commonality sounds promising in theory, but in practice things are less 
cut and dried. Politics play a major role in fleet decisions, as there are now only 
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two major aircraft manufacturers, Airbus and Boeing, the former European, the 
latter American. Delta Air Lines, for example, has an almost exclusive contract with 
Boeing, while American Airlines has a 20-year exclusive deal with Boeing which 
will last until 2017. 

As many airlines are still state-owned and not subject to normal business rules, 
purchasing decisions are often politically driven. Thus, an airline making one kind 
of order instead of another may receive political compensation for its preference. For 
instance, no sooner had Air Mauritius bought Airbus A340s in 1994 than it obtained 
an upgrade from Paris-Orly to Paris-Charles de Gaulle airport, which isAir France’s 
main base and provides better onward connections (The Economist, 2003). 

Apart from political considerations, achieving fleet rationalisation requires a 
common vision on route planning and, eventually, changes in network structure. 
This might involve a smaller partner giving up intercontinental flights to concentrate 
on intracontinental services, which would cause its aircraft needs to change. Such 
decisions are, however, very difficult to reach. In theory, if a medium-sized European 
carrier reduced its aircraft types from five to two, this reduction would be translated 
into an increase in load factor of 1.3% (Kleymann and Seristo, 2004). 

Another obstacle thwarting endeavours to jointly purchase fleets has been the 
aircraft pilots, through their unions. Again, for reasons that have little to do with 
business or technology, pilots often require specific aircraft customisation at cockpit 
level which, once accepted, are then harder to implement across the board, since other 
pilot unions in other airlines may have different or even conflicting requirements. 

Fleet aside, joint purchasing - or rather the lack of it - probably represents the 
alliances’ most resounding defeat. W here it has occurred, collaboration has centred 
on the smaller and less controversial commodities such as office stationery, plastic 
glasses, blankets, etc., with most alliances avoiding items that touch too closely on 
product differentiation. T he reasons aretwo-fold: firstly, some airlines are particularly 
protective of their brand and look with suspicion upon any attempt to strengthen 
alliance brand value, which they see as a tacit threat to the individual airline’s brand. 
Efforts to adopt and purchase, for example, a common business class seat would 
therefore be likely to be hampered by the reluctance to give up sovereignty on 
something as carrier-specific as on-board configuration (aircraft interiors are one of 
the few means available to differentiate the product offered). The second reason is 
confidentiality. Airlines often sign confidentiality agreements with their suppliers, 
and finding a common way to open the books and share purchasing information is 
both legally difficult as well as challenging from a trust point of view. 

SkyTeam may have clinched a global deal with Coca-Cola, butit has not achieved 
as much with Airbus or Boeing. Joint purchasing has largely been a local effort, 
limited to purchases of fuel, engineering services or parts. Star Alliance members, 
for example, have established the ‘Star Alliance Fuel Co.’, a joint company that 
purchases aircraft fuel for members at a number of airports around the world. 

Recently, alliances have started to look at joint purchasing as something which, 
while almost impossible to achieve collectively through the participation of all 
member carriers, may more realistically be accomplished with a smaller cluster of 
airlines. This is likely to occur more in the years to come: in this field as in others, 
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alliances will try and accommodate different paces, catering for the variegated needs 
of an increasingly large array of carriers. 


Joint Venture 


J oint Ventures are industry’s most common form of cross-border equity alliance. A 
joint venture is defined as a cooperative business activity, formed by two or more 
separate firms for strategic purposes, which creates a legally independent business 
entity and allocates ownership, operational responsibilities and financial risks and 
rewards to each partner, meanwhile preserving the separate identity or autonomy of 
those partners. 

In the air transport industry, ajoint venture enables the airlines to coordinate flight 
schedules, route networks and route planning. They can establish joint marketing, 
advertising and distribution networks, and code share on one another's aircraft, in 
addition to being able to combine reservations, ticketing, maintenance and financial 
reporting. Partners can enter into joint network planning and coordinate capacity and 
pricing, as well as pool revenues and conduct joint sales. A joint venture requires 
the partners to seek antitrust immunity. It can be applied on a route or a set of code 
shared routes. Some even call joint ventures ‘route mergers’ (K leymann and Seristo, 
2004). The advantage of joint ventures is that they create a merger-like situation 
on certain markets, deepen cooperation and bypass ownership issues. The ultimate 
goal is to ensure that overall financial results better those of the individual airlines. 
These are truly strategic alliances in the sense that they involve the merging of a 
part of the activities, but not all. A route joint venture might lead one airline to 
give up its presence in a certain market. In Star Alliance, some members are linked 
more tightly than by mere code shares. There are joint venture type agreements 
in place which involve joint fare setting, schedule coordination and a sharing of 
costs and revenues on certain routes or markets. Lufthansa and U nited A irlines enjoy 
antitrust immunity on North Atlantic routes. In addition, Lufthansa has set up joint 
ventures in the markets between Germany and Scandinavia, Austria and Thailand 
with its partners SAS, Austrian and Thai Airways, respectively. In SkyTeam, too, 
joint ventures are relatively popular and regulate the France-Italy bundle between 
Air France and Alitalia, as well as the France-Czech Republic bundle between A ir 
France and CSA Czech Airlines. 


Virtual Merger 


Although there have been no instances of full cross-border mergers in the air 
transport industry — at least not yet — there have been cases involving multi-country 
airlines. National governments from neighbouring countries have agreed to pool 
their resources, form consortia on regional bases and establish airlines from scratch: 
SAS in Scandinavia, Gulf Air in the Middle East, Air Afrique’ in francophone West 
Africa and LIAT in the West Indies. 


2 This airline is no longer in existence. 
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There have been some efforts towards transnational consolidation, such as SAir 
Group’s acquisition of 85% of Sabena - which ended in bankruptcy for both, albeit 
one year apart - the aborted KLM -Alitalia joint venture, and Air New Zealand’s 
100% acquisition of Ansett Australia. Under these joint ventures, which cover all 
areas of operations, two or more parent companies establish a new legal entity to 
manage the joint venture firm. 

In 1992, KLM and Northwest Airlines established a cooperation and integration 
agreement covering code shares and joint marketing, and involving all of the 
respective partners’ operations. A global joint venture agreement over a period of 
at least 13 years was established in 1996. By 1998, both airlines had integrated 
their sales organisations, with KLM exiting from the US market and Northwest 
Airlines leaving KLM to sell on its behalf in Europe. The KLM-Northwest alliance 
was underpinned by KLM’s 25% stake in Northwest Airlines and amounted to a 
virtual locking together of the two airlines’ transatlantic networks. The antitrust 
immunity they had received allowed KLM-Northwest to set prices together, develop 
and market a joint identity and provide common incentives to travel agents. They 
had developed a common brand for business travellers, offering identical services, 
with the same sorts of seats, interiors and even dinner plates on their airplanes. The 
integration of their timetables meant that Northwest Airlines could, for instance, 
market services to 30 cities in Europe and the Middle East, whereas its own aircraft 
flew only to four. Despite efforts by the two core partners to play a leading role in 
industry consolidation, this alliance remained essentially what it had been when it 
started, i.e., a bilateral relationship between KLM and Northwest Airlines, and was 
dissolved when KLM tied up with Air France. 

The merger between A ir F rance and KLM has been a landmark event. It represents 
the world’s first true cross-border merger of two major carriers and has created the 
world’s largest airline group. Given that the carriers are preserving their separate 
identities, we cannot talk of a full merger, which would have led to the demise of 
one or both of the two entities. The truly ground breaking element of this transaction 
is that it is the first to openly acknowledge the shared goal of moving beyond flag 
carrier status to build a ‘real European competitor’ within the single market. 

Another notable feature of the transaction is the inclusion of a series of corporate 
governance and ownership features not normally found in a traditional merger. These 
are designed to protect the air traffic rights granted under bilateral agreement for each 
airline - the Dutch Government has an option allowing it to obtain 50.1% of KLM’s 
voting rights if its traffic rights are challenged because of the nationality of KLM 
shareholders. The merger also includes a 3-year transitional shareholding structure to 
ensure that majority ownership of Air France remains in the hands of French citizens 
and that of KLM lies with the Dutch people. The basic structure attempts to preserve 
the brands and identity of each airline by establishing a French holding company, 
Air France-KLM, which will eventually own 100% of the economic rights of both 
Air France and KLM. To protect KLM 's traffic rights, Air France-KLM will only 
control 49% of the voting rights, with 51% being held by Dutch foundations and the 
Dutch Government. After 3 years, in May 2007, the Air France-KLM holding will 
own 100% of both airlines. 
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Network overlaps are relatively limited. Of 104 long-haul destinations, there are 
only 34 cities in common, and the two airlines are concentrating resources where 
routes are too thin to support both hubs. Services to Caracas are being funnelled 
through Paris, for instance, while passengers travelling to Manila will do so via 
Amsterdam. On short-haul services, Air France is stronger in southern Europe, while 
KLM is stronger in northern Europe. In the words of Gilles Gantelet, the purpose 
of the merger, given the little overlap between the two carriers, is not ‘to kill a 
competitor but to offer more services’. 

The takeover of Swiss International Air Lines by Lufthansa, instead, aims at 
strengthening the position of Lufthansa in Central Europe and preventing a competitor 
from emerging in Ziirich. According to the business model of this merger, or rather 
acquisition, Swiss International Air Lines will remain relatively independent, 
maintaining a separate brand and its own management team. 

The figure below shows how airline cooperation has evolved and will probably 
evolve in future. It began as a series of interline agreements involving low levels 
of cooperation and commitment. A Ithough it produced limited benefits, at the same 
time it secured ease of exit. The liberal changes in regulation have permitted airline 
cooperation to proceed to higher levels of cooperation. With complete deregulation 
and the abolition of bilateral agreements, airline cooperation will reach the full 
merger stage that will enable it to reap the highest synergy benefits. This, however, 
entails a high degree of commitment, since once an airline makes the decision to 
merge it is very difficult - although not impossible - to reverse that decision. 
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Figure 3.5 Alliance-merger staircase 
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Horizontal, Vertical and External Alliances 


In their effort to improve performance and increase yields, airlines have resorted not 
only to horizontal, but also to vertical and external alliances. Horizontal alliances 
are widely defined as alliances between firms selling the same product or service 
in the market. As airlines tend to ally themselves with partners (previously fierce 
competitors) that have complementary networks, in order to achieve traffic feed and 
access to new markets, intra-airline groupings are truly an example of horizontal 
alliances. 

The industry has also had its share of cooperative efforts organised vertically 
with suppliers, distributors or buyers, as well as of external alliances drawn up with 
the producers in other industries. 

Before looking at some of the airlines involved in such alliance ventures, it 
should be pointed out that the demand for airline passenger services is a derived 
one, i.e., it springs from the demand for business trips, holiday travelling, weekend 
excursions or even sports or cultural events. This means that to forecast the demand 
for air services one must forecast the demand for these other types of expenditure. 
Airlines have been under pressure to expand vertically into other areas of the travel 
industry, such as hotels, travel agencies, car hire or tour organisers, in order to gain 
greater control over the ‘total travel product’. 

The clearest example of vertical alliances in the air transport industry are the 
collaborative arrangements that exist between airlines and hotels, car hire firms, travel 
agents and other companies involved in travel and tourism, formed in the attempt to 
provide total travel products and secure for themselves greater proportions of overall 
consumer expenditure on travel. British Airways for example, is in partnership with 
a number of hotel chains which include Marriott, Hilton, the Ritz-Carlton Group 
and the Savoy Group, as well as with Hertz for car hire and Diners Club for charge 
cards. 

Few airlines have been able to integrate vertically with airport authorities. This 
is because airports are usually publically owned and airlines are typically prohibited 
from holding equity stakes in them by governments, who also tend to veto interests 
in air traffic control facilities, if these are transferred to the private sector. 

External alliances, or, as they are sometimes referred to, ‘diversification 
alliances’, are rather infrequent. In the air transport industry they have traditionally 
been limited to joint ventures in marketing promotions, for example special offers on 
fares, frequent flyer bonuses, package holidays, insurance, etc. There are also cases 
of airlines transferring certain specialised activities to external alliances. The 50/50 
joint venture between Delta Air Lines and AT&T, according to which AT&T handled 
most of Delta’s internal computing requirements, was one such case. 

One form of alliance pact which merits special mention is that between airlines 
and railways, or so-called intermodal alliances. Although in theory these should be 
defined as external, being alliances between two industries which offer substitute 
services, in reality they have important vertical elements, as the one industry feeds 
traffic to the other. Intermodal alliances with railways have grown both in Europe and 
in North America, as airlines and rail industries cooperate to provide quick access 
between airports and city centres. Access to airports through dedicated metro or train 
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lines reduces the problems associated with local road traffic and consequently the 
deterioration of air quality around airports. It also provides communities living near 
airports with better access to city centres. But alliances involving high-speed trains 
are a novel feature. 

Initially, airlines saw the train system, and primarily high speed trains, as a 
competitor threatening to substitute and control short-haul travel. The time spent 
on a door-to-door train journey often matches, or is shorter than that spent on a 
plane trip, under conditions which often prove to be more convenient, smoother 
and less stressful than those on a plane. But over time, airlines have come to see 
trains as a support and supplement to their networks, as they have enabled carriers to 
discontinue some ultra-short and expensive flights and to free slots for more valuable 
destinations. When airlines realised that the solution to moving passengers quickly 
between major hubs and smaller industrial centres was rail, many of them did not 
hesitate to pull out of routes that had become unprofitable and to enter into code 
share agreements with high-speed trains. 

The catalyst for the making of these intermodal alliances has been airport capacity 
limitations, but other contributing factors include crowded skies and continuing 
traffic delays, environmental concerns, the smooth flow of passengers, the finite 
opportunities for airport infrastructure construction, and the cost-ineffectiveness of 
short-haul routes because of fuel, delays and landing fees. 

With rail taking over shorter feeder haul services, capacity for more medium and 
long-haul flights at the congested hubs is being freed up. Itis estimated, for example, 
that extending short-haul routes to rail could free up to 5% of Frankfurt airport's 
460,000 annual flight movements - the equivalent of one year’s growth (Airline 
Business, 2001). In Europe, where high-speed train connections are actively being 
developed, it has been estimated that 10-15% of air traffic could be absorbed by this 
mode of transport. It could complement or substitute air travel, particularly between 
major centres. 

Thus, Air France has discontinued its Paris/R oissy-Brussels flights in favour of 
a code share with TGV; Lufthansa has considerably reduced its operations between 
Frankfurt airport and Stuttgart, now relying on the high-speed Deutsche Bahn 
connection instead, and has since been extending the idea to include Cologne and 
Dusseldorf; in Canada, traffic between Ottawa and M ontréal for travellers arriving in 
M ontréal on British Airways flights is operated by a link bus with a British Airways 
code. The same system applies to travellers flying to M ontréal on KLM flights. 

As access to major airports becomes an ever-scarcer commodity, it is conceivable 
that airlines, given the right infrastructure, may be increasingly receptive to the idea 
of contracting out short-haul services to surface transport providers. Railway stations 
will act as check-in agents, with passengers dropping off luggage - which would 
then be automatically transferred to the aircraft - and picking up boarding passes at 
the train station ticket counters. Once at the airport they could proceed directly to 
departure gates without any queuing or waiting. Airline tickets would be valid for 
rail travel on these routes. 

The main obstacle to intermodality is the absence of interconnectivity. The two 
industries have totally different infrastructures, lack common rules and facilities and 
have so far operated independently — the concept of seamless transitions between 
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travel modes therefore remains some way off in the future. Incompatibilities that 
need to be overcome include: train and aircraft schedule/frequency coordination to 
make airline tickets valid for train travel and provide both passenger and baggage 
check-in, baggage claim and customs control at both departure and arrival points, be 
they train stations or airports; IT integration of different systems and the ability to 
book train tickets through CR Ss; coordination of airline and train FFP offers (SNCF, 
for example, operates a system called ‘Grand Voyageur’); the need for railways to 
invest in baggage containers and transport vehicles to transfer baggage to the airport. 
Another problem is that high-speed rail links to airports are not profitable in the 
short-term. The capacity of trains — at least 500 seats, exceeding by far that of aircraft 
- does not fit in easily with air passenger demands for frequent connections. 

In several cases the European Commission has imposed intermodal agreements 
on carriers as a remedy and pre-condition for alliance approval. Thus, Air France 
and KLM have also agreed to make ‘intermodal’ agreements with rail operators 
— such as high speed rail operator Thalys — and other ground transport providers 
on links between their home cities of Paris and Amsterdam, enabling passengers to 
choose to travel in one direction by train and in the other by selecting from a greater 
range of air carriers. Combinations of this kind are likely to be effective in markets 
where other forms of transportation can substitute air transport, at least for non time- 
sensitive customers, and they will probably be restricted to short-haul routes. 


Chapter 4 


Landed or Stranded — Are Alliance 
Customers Happy’? 


Only recently — for the past eight years or so — have alliances begun to consider 
customers as a primary raison d’étre. Previously, the advantages for the member 
airlines themselves came first. This is not to say partners did not care about their 
customers; they did. But demonstrating it was mostly left up to individual efforts, and 
the allying process remained inward-focused, rather than outward on customers. 
For years, as they shared each others’ codes on flights and even cooperated 
on loyalty schemes or airport procedures, generally the areas where customer 
benefits manifest themselves more clearly, airlines hardly took such benefits into 
consideration, viewing them as minor spin-offs of something infinitely more 
interesting, in this case the economic and financial outcome of partners’ industrial 
and commercial integration. When KLM and Northwest Airlines joined forces and 
set up the framework of what was to become the most successful example of a 
cross-border bilateral alliance (with no signs of a merger in sight), for a number of 
years they did not even bother to brand their partnership. All efforts were focused on 
devising aworkable format for sharing capacity (the production side) and sales forces 
(the commercial side), revenues and costs. This joint venture grew to be extremely 
sophisticated, with mechanisms accounting for the computation of traffic originating 
behind (the ‘behinds’) or travelling beyond (the ‘beyonds’) the partners’ hubs, of 
fleet efficiency (somehow taking into account and rewarding the utilisation of more 
cost-efficient aircraft) and of the contribution provided by their regional feeders, 
both in Europe and the US. Developing similar mechanisms took time, several years 
in fact. And as the logic became more complex, KLM and Northwest's customers 
on both sides of the Atlantic began to appreciate the advantages of such an unusual 
partnership. By linking the hub of a carrier strongly rooted in the American M idwest 
— one which had never been particularly renowned for its international reach, Japan 
aside - with the hub of an airline based in a relatively small market, such as H olland, 
new traffic paths were almost miraculously created. It soon became clear that the 
percentage of travellers flying back and forth between Detroit and Amsterdam was 
rather modest, and probably unworthy of a direct daily service between these two 
respectably-sized, but not gigantic, cities. Instead, people who wanted to reach 
Detroit from Europe, Africa, the Middle East and the Western portion of Asia would 
fly to Amsterdam, and from there embark, US-bound. A msterdam became the most 
attractive airport on that side of the world for anyone wanting to reach Michigan. 
Likewise, North-American (but also Canadian and Mexican) travellers wishing 
to get to Amsterdam had no better choice than to connect via Detroit. One-stop 
customers became the norm. And the market size of the Detroit-A msterdam origin 


92 Airline Choices for the Future 


and destination (o/d) may have been small, but what about that of USA—Amsterdam, 
or Europe-Detroit? 

W hile passenger flows were being re-shaped and a new form of funnelling, at least 
in terms of intensity, was occurring, something else happened. Two-stop passengers 
began to appear. Of course, travellers who had to pass through two (or more) airports 
before landing in their chosen destination had existed before. If, for example, someone 
flying from Cardiff, Wales wanted to reach Duluth, Minnesota the only available 
option was to make at least two or more stopovers along the route. What had changed 
was the unusual ability of KLM and Northwest Airlines to consistently attract this 
kind of two-stop traffic by offering such convenient products at both ends of their 
networks, thus transforming an erratic customer behaviour pattern into a significant 
segment of their customer portfolio and drawing passengers away from their European 
and US competitors. In this way the effectiveness of two separate hub-and-spoke route 
systems in Detroit and Amsterdam had been successfully replicated by establishing a 
well-organised, thorough connectivity link between them. 

Naturally, the scheduling solutions which came from the drawing boards of KLM 
and Northwest Airlines became a blueprint for other bilateral alliances, ready to follow 
suit. The model was widely adopted by numerous transatlantic partnerships, such as 
those involving Delta Air Lines and Swissair, linking Atlanta and Zurich; United 
Airlines and Lufthansa, linking Chicago with Frankfurt; and A merican Airlines with 
British Airways, connecting Chicago to London-Heathrow. However, considering 
the market size of some of these new point to points, which are prosperous as a result 
of local traffic and often do not completely exploit their potential for connectivity (as 
is the case between Chicago and London), it is perhaps fair to say that the radical, 
innovative nature and the breadth of the KLM-Northwest Airlines combination has 
remained unmatched. In the case of British Airways-American Airlines, moreover, 
the lack of antitrust immunity, and therefore the impossibility to align schedules, 
has prevented the partners from truly exploiting the network synergies potentially 
available on such a major bundle. 
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Today, a significant amount of world air traffic flows between the hubs of carriers 
belonging to one of the three multilateral global alliances. The logic once established 
between Europe and the US is now largely applied worldwide. While point-to-point, 
hub-bypassing traffic is increasing, particularly in Europe and the US - thanks also 
to the different network model devised by short-haul, low-cost carriers - a large 
proportion of transcontinental passengers flows through hubs, which are used as 
gateways from ports of departure to those of destination, or both. 

By observing the way code sharing is taking place among members of global 
alliances, it becomes evident that cooperation on the network front, one of the core 
activities within a bilateral alliance, is very much affected by whether the carriers 
enjoy antitrust immunity or not. Immunity gives carriers the chance to sit down and 
discuss the way networks and fleets are deployed, schedules organised and yields 
revenue-managed, a clearly beneficial process for the airlines involved. However, 
certain benefits can besecured for customers evenin the absence of antitrustimmunity. 
Competitive code sharing, in which carriers are allowed to discuss the settlement 
mechanism but cannot coordinate their networks, often results in operational overlaps 
and schedule clashes, but does still provide a degree of convenience to the travelling 
public. Typically, an episode of low-intensity competitive code sharing would start 
with airlines exchanging each other’s codes on connecting traffic only. For example, 
United Airlines and Spanair might one day decide to connect their networks, say 
following the launch of a new Washington-Dulles — M adrid-Barajas daily flight 
operated by the Illinois carrier. Due to regulatory hurdles, or simply because of 
business caution, they could decide not to share their codes on the actual trunk route. 
Instead, Spanair could place its code only on those United-operated flights beyond 
Washington that connect well with the service out of Spain, and likewise United 
Airlines could add its code only to the Spanair-operated services beyond Madrid. In 
the reservation systems, therefore, an enquiry for availability on the Washington- 
M adrid sector would show only United’s operating code. However, if the same travel 
agent were to request a Washington—Barcelona, or a Madrid—Seattle (assuming of 
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course that the outbound Madrid—Barcelona and Washington-Seattle services were 
well positioned, schedule-wise), these one-stop itineraries would have both carriers’ 
code on them. Thus, even in a similar competitive arrangement, customers would be 
able to enjoy some benefits generated by the carriers’ limited network cooperation. 

But what if United Airlines and Spanair enjoyed antitrust immunity? Assuming 
that the market size of the Spain-US bundle were commercially significant - which 
it is — they could decide to coordinate their schedules further, with Spanair going on 
to partially re-design its domestic network to accommodate the feed generated by 
United's operation, thus allowing the Illinois carrier's flight to ‘strike gold’ in M adrid 
and connect with a vast number of Spanish destinations. The new scenario would 
mean North-A merican passengers already enjoying the use of United’s hub system 
in Washington would now be able to select from a wide array of options in choosing 
a flight to Spain - wider, in fact, than if Spanair and United Airlines had maintained 
competitive cooperation lacking regulatory freedom, and precisely as a result of 
the carriers’ new, jointly devised schedules. The latter statement would probably be 
strongly challenged by most competition authorities. Indeed, antitrust watchdogs 
claim that alliances can reduce competition and thereby limit the customer’s freedom 
to choose. 

In selecting a destination — particularly if one or more transits are unavoidable 
- consumers worldwide are more likely to find attractive options in terms of range, 
timing and frequency when shopping from a carrier belonging to a global alliance. 
The simple combination of members’ schedules, while it may not necessarily lead to 
any network enhancement, is nonetheless likely to provide a broader, denser system 
of travelling options than those offered by a single unaligned carrier. This explains 
why 31 of the 50 largest airlines in the world already belong to either Star Alliance, 
oneworld or SkyTeam, with independent carriers really numbering no more than ten, 
if low-cost carriers and US regionals are excluded from the count. 

Alliances (or rather, portions of them, and mergers even more so) with some form 
of regulatory freedom, such as the antitrust immunity granted by the US DOT, the 
EU DG Competition (DG Comp) or the national cartel authorities present in most 
countries of the world, are likely to provide customers with a more ample assortment 
of travel options than those lacking such regulatory liberty, in so far as they are able 
to pursue a greater degree of integration involving the alignment of certain services 
and schedules, network coordination (‘who operates what’), frequency configuration 
and the like. Cartel authorities are right to keep a close watch on the industrial and 
business behaviour of airlines pursuing consolidation: there may have been cases 
in the past when their conduct has led, or could have led, to reduced competition, 
forcing customers to choose from a less than complete set of alternatives. However, 
in general and cum grano salis regulatory freedom in the network field, if properly 
exercised, will help carriers maximise their efficiency, thereby making them more 
competitive and in the end fostering a healthy, or healthier, pro-consumer attitude. 


Profile of the Typical Customer 


AS passengers began to take advantage of the traffic corridors created by linking 
partners’ respective hubs, and as scheduling synergies and economic benefits began 
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to emerge, airlines in their combined alliance form started to convince themselves 
that a combined effort to look after customers was good, possibly even better than 
the care provided by each individual carrier, and that there might be more to do than 
just discuss networks and schedules. Each airline was in its own way already trying 
to provide a range of perks designed to influence customer preferences and loyalty. 
Could this be done together with other airlines? And if so, would it ultimately be 
possible to build up an edge over other competing airlines and/or alliances? The 
partners needed to establish how significant network benefits were for customers, 
with respect to other core (such as loyalty programmes) or collateral (such as seamless 
service) pluses. They had to know who exactly the customers of an alliance or a 
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large, cross-border merged entity were and whether they differed from the ‘ordinary’ 
customers of an individual airline. And if so, how? 

Before answering these questions we must go back to when partnerships between 
airlines were initially founded. Decades ago, when civil aviation was a budding new 
industry, airlines — represented mainly through international bodies such as IATA 
- realised that customer fidelity to a certain carrier’s brand, no matter how well 
nurtured, could not offset the need to reach a destination in the most comfortable 
and time-effective manner possible. Only by coming up with new ways and means 
to mitigate their competitive tendencies and explore forms of cooperation could 
airlines offer a product that would keep customers coming back for more. This is how 
interline agreements began, together with the whole complex financial mechanism 
for inter-airline revenue re-distribution known as Clearing House. 

Only scheduled, mainline carriers needed interline agreements. Self-sufficient 
charter carriers, like low-cost airlines today, had no need to interface with other 
peers. Why not? Because their customers’ travel needs were simpler than those of 
‘traditional’ airlines. In the 1970s, 1980s and 1990s, passengers purchasing a charter 
ticket would mainly do so for leisure purposes such as going on holiday. They would 
fly from A to B, paying for a class of service that was sufficiently spartan to be easy 
on the pocket, and return home from B to A after a fixed period of time. No need 
to connect or transit, no need for flexibility with dates, no need to be pampered, 
and an elastic approach to departure/arrival times. Very much the same situation 
exists today with customers flying on low-cost airlines: the motivation for travel is 
clearly more varied than just holiday-making, but requirements are similar: no need 
to connect or transit, no demands for calendar flexibility, a no-frills attitude and a 
readiness to adapt with regard to departure and arrival times — all in exchange for 
advantageous tariffs. The elements differentiating low-cost carriers from mainline, 
legacy airlines are the reason alliances were born. 

Connectivity is the main factor. Customers that decide to browse an alliance 
website, such as www.staralliance.com, www.oneworld.com and www.skyteam. 
com are people looking for convenient solutions to complex travel demands. These 
demands often concern the number and nature of the different locations that will be 
visited within the same trip (network-sensitivity), the arrival and departure dates/ 
times at such locations (time-sensitivity), the necessity to optimise expenditure 
(price-sensitivity) and the need to travel comfortably (product-sensitivity). 
These four aspects are interrelated and their degree of relative importance may 
vary considerably. As far as network-sensitivity is concerned, geography plays a 
significant role. Planning a three-stop weekly trip to Paris, London and Berlin will 
prove easier than arranging one to Strasbourg, Cardiff and Magdeburg. The latter 
will in turn seem elementary when compared to a Tokyo, Dallas, Johannesburg tour. 
And even such intercontinental globetrotting would pale in complexity alongside 
a weekly circuit between Vientiane, Laos; Cochabamba, Bolivia and Timisoara, 
Romania - admittedly an itinerary that is unlikely to occur very frequently! 

If any deductions can be made, they will be something along the lines of ‘the 
more complex the travel plan in terms of cross-continental transfers and regional, 
remote or scarcely served airports, the more a passenger is likely to resort to the 
network of an alliance’. On routes where one of the three coalitions of international 
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carriers are able to offer a broader choice of travel options (direct/indirect, number 
of frequencies) than any stand alone carrier, if only because of the sheer volume of 
capacity they deploy, then time-sensitive passengers are more likely to turn to them 
first to satisfy their requisites. 

The issue is less straightforward where the price-sensitive segment is concerned: 
while alliances — and the few merged entities that have so far managed to survive the 
regulatory predicament- have striven to develop a series of fare products designed 
to meet the sophisticated pricing demands of savvy road warriors, it is unclear 
whether they have succeeded in persuading the latter that in shopping with an airline 
coalition they have sniffed out the best deal. All three alliances have multi-leg, 
multi-stop tariffs such as round-the-world and intra-continental passes, for business 
and economy class passengers alike, in their product portfolios. However, true fare 
combinability — which normally drives prices down — cannot be achieved without 
antitrust immunity. And only a number of carriers in each of the three alliances enjoy 
such regulatory freedom. Moreover, even in the presence of antitrust immunity, 
carriers are normally reluctant to offer their best quotations or pro-rates to construct 
acommon, multi-carrier fare unless they can rely upon some form of joint settlement 
mechanism guaranteeing that part of the overall bottom line will be shared amongst 
participating airlines. The risk, therefore, is that such global fare products could turn 
out to be less attractive than a combination of tariffs purchased at various individual 
airlines. 

The approach differs substantially in a merger scenario. By sharing a common 
financial destiny, merged carriers will tend to cultivate customer preference and 
long-term market share growth irrespective of the metal flown, offering competitive, 
combined fares to passengers travelling on multi-leg itineraries. Competition 
authorities worldwide seem to have clearly understood this mechanism and are 
working at preventing abuses of dominant positions - such as anti-competitive 
price fixing - on a few specific, high density sets of markets, maintaining the pro- 
consumer pricing approach enjoyed by customers on the majority of the intra- or 
inter-continental itineraries available. For instance, if Delta Air Lines and Air France 
were to merge,’ they might be tempted to maximise their revenues on dense routes 
such as the Paris — New York connection. Both carriers currently enjoy good shares 
in both markets, where they are two of the most influential players. Consolidation on 
the Paris-N ew York route could therefore theoretically lead to a dominant position 
as far as fares are concerned, reducing the options available and forcing buy-up. 
Intervention by cartel authorities to deflect such a hazard would appear reasonable, 
should these two carriers really decide to team up. On the other hand, the pricing 
harmonisation and alignment carried out on other routes would probably be best 
left unhindered, in so far as it would allow customers to fly and connect within 


1 Together with Alitalia and CSA Czech Airlines, Delta and Air France have obtained 
antitrust immunity from the US DOT within the broader framework of SkyTeam. Similar 
approval regarding DeltaA ir Lines and K orean, applicable on the transpacific, was also granted 
by the same Authority. ‘Carve-outs’, among which the Paris-Atlantia and Paris- Cincinnati 
route, were already included in the decision. An enlarged six-way antitrust immunity also 
incorporating KLM and Northwest Airlines was recently rejected by the same Authority. 
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both airlines’ networks, behind and beyond their hubs, through a sound format of 
combined, integrated, competitive tariffs. 

Product-sensitivity is an area of few certainties, where caution is recommended. 
The old division whereby the businessmen wearing suits sat on leather seats in the front 
part of the plane, while young backpackers occupied the rear is gone forever, replaced 
by more refined market segmentations. One of the most surprising accomplishments 
achieved by low-cost carriers has been the way they have intercepted business traffic. 
Notonly have they succeeded in taking business passengers away from legacy airlines, 
which would be partly understandable considering the clash between unreasonably 
expensive short-haul business fares and the unprecedented industry-wide corporate 
focus on cost-savings, but they have achieved an even more impressive result: flying 
low-cost has somehow become a cool way to travel. This is not the place for further 
investigation into the phenomenon which has occurred; however, radical changes 
in customer behaviour require airlines to perform a new kind of marketing drill and 
rethink their product, although despite the havoc LCCs have wrought on short-haul 
route ‘tradition’, this is still unlikely to take place soon. It will probably require a 
substantially different approach to ‘status’, or ‘privilege’. Airports, security authorities 
and handling agents will all have to be engaged in the process. The sharp decline in 
short-haul business traffic experienced by carriers worldwide - with a few exceptions 
in particularly protected and regulated markets such as A frica and part of the M iddle 
East — has relegated alliances to a somewhat minor role. None of the three large global 
conglomerates have devised the innovative tactics needed to stay hot on the heels 
of the low-cost carriers. At least not more so than individual carriers, and individual 
carriers have achieved little enough themselves in this particular contest. 

The situation differs when examining long-haul travel. Here, the landscape has 
remained far more stable (but not for much longer: Jetstar, an Australian, Qantas- 
backed low-cost carrier is soon to inaugurate low-cost flights from Australia to 
South-East Asia, later possibly moving to Europe) and the old division mentioned 
above still applies, albeit in a far less draconian form. 

The most relevant difference made by alliances, as opposed to individual 
carriers, in terms of the products and services offered regards the opportunities for 
frequent flyers and business class passengers to use lounges at airports worldwide. 
Simply adding up the lounges provided by each of the carriers in each global alliance 
results in an impressive number of closely interlocked salons distributed throughout 
the world. This benefit is significant for customers who fly for work purposes on a 
regular basis and need a certain degree of comfort during their trips. In much the 
same way as for network-sensitivity, no matter how large an individual carrier - or, 
for that matter, a merged entity — may be, there is no way it will be able to match the 
extensive array of lounges provided by a global alliance. 

A good portion of the activities alliances perform is dedicated to improving or 
simplifying the customer's journey, from the moment a travel option is sought to the 
time luggage is recovered. Aside from lounges, other benefits are also significant, 
and all of them help to create smooth, efficient service. Some, such as through 
check-in, are very tangible. Others, such as the possibility to use mileage for class 
upgrades, are provided by some carriers only, in which case the role of alliances is to 
try and extend availability across the board to include all partners. Still others, such 
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as interline electronic ticketing, are defined as customers benefits, but were in fact 
originally devised in the interests of the carriers themselves. 

From the information presented above it is possible to draw some conclusions 
regarding the so-called ‘perfect customers’ of a global alliance or, mutatis mutandis, 
of alarge merged airline. Such customers are likely to be frequent travellers who fly 
because they have to (i.e., because their job involves moderate to extensive travel). 
They will fly business class, at least some of the time. And they will often fly long- 
haul. 

Targeting these customers has become the activity alliances exist for. They 
represent a respectable — but not huge — portion of their customer bases, particularly 
in terms of yield. A large increase or decrease in their preferences can strongly impact 
on acarrier’s bottom line. Time will tell whether alliances can seriously extend their 
involvement in other market segments, thus enhancing their influence on the way 
markets evolve, or whether they will stay as they are, jealously safeguarding one of 
the most profitable and endangered niches in the industry. 


Frequent Flyer Programmes (FFPs) 


Given that the typical customer of a global alliance is likely to be a frequent traveller 
and that the chance to accumulate and redeem points and miles on an assortment 
of carriers other than the one such a customer is affiliated with is obviously a very 
appealing benefit, the lure of being able to suddenly multiply ‘earn and burn’ options 
is very enticing to carriers assessing whether or not to join an alliance, or for alliances 
in the process of recruiting new entrants. However, in theory a stand alone carrier 
(such as, say, Emirates) that was well geared in bilateral code sharing agreements 
with select carriers could offer its customers a comparable perk, provided it secured 
bilateral FFP cooperation deals with each of its partners. Why, then, do alliances 
insist so much on their FFP lead? 

In reality, the hypothesis described above has so far remained academic. Only a 
fraction of code sharing deals bring FFP cooperation with them. Depending on the 
relative competitive position of the carriers involved, adding the FFP component 
to the partnership may prove too dangerous, complex, expensive or insignificant. 
Implications exist on both the commercial and technological fronts. The mechanisms 
by which points and miles are accumulated by one partner and transmitted to the 
other, as well as the ways they are attributed to or subtracted from the respective 
programmes — complete with the record of all passenger information from the 
time of booking until that of disembarking - are complicated and technologically 
challenging. The main pitfalls regard the interfacing of the different IT systems 
utilised by each airline. Until now, only alliances and — more so — merged entities 
have built up sufficient momentum to collectively push through some forms of 
integration linking their loyalty programmes. 

Surprisingly, none of the three global alliances has yet come out with a branded 
programme. Partners all use the umbrella brands of their respective alliances to 
strengthen their own individual brand status, placing the two logos alongside one 
another, for instance on the membership card. This procedure results in a re-naming 
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(better: a co-naming) of the various tiers. Star Alliance’s two tiers are called Gold 
and Silver. oneworld’s three levels are labelled Emerald, Sapphire and Ruby. 
SkyTeam has identified its two groups as Elite Plus and Elite. Of course, these tiers 
need to be interlinked with the carriers’ own tiers, and this is bound to create a 
degree of confusion and perhaps some quarrelling when the time comes to define 
membership entry levels. For example, Singapore Airlines’ KrisFlyer FFP system 
offers its customers the choice of three tiers: PPS Club (its premium option), Elite 
Gold and Elite Silver. The carrier also has a fidelity platform for young flyers, called 
Young Explorer Club. Moreover, the PPS Club is split in two, with a super-tier called 
Solitaire PPS Club offering even more prestigious and exclusive benefits to a select 
few customers. This five-tier system must somehow find a mapping correspondence 
with StarA Iliance’s two-level programme - atricky enough task,’ not to mention those 
overlapping brand names. But alliances seem oblivious to the confusion, obstinately 
refusing to gather all the names together under easily identifiable labels such as, for 
instance, ‘Star Alliance FFP’, ‘oneworld Loyalty Programme’ or ‘SkyTeam Card’, 
their customer focus in this particular case proving slightly blurred. 

The reason why alliances have not yet developed their own brand programme 
- let alone fully integrated the various airlines’ FFPs - has a lot to do with brand 
protection and is one of the most interesting features differentiating the two worlds 
of alliances and mergers. 

Similarly to what has been happening in other areas (lounges, for example, 
or purchasing), the debate between supporters of alliances and those inclined to 
favour a more self-sufficient industrial strategy has seen the latter group gaining 
the upper hand. In terms of brand, airlines, and in particular large, dominant alpha- 
carriers tend to be obsessed with purity, believing that any mingling with trademarks 
perceived as ‘inferior’ will yield catastrophic results. Of course, this is true for any 
large corporation, whose brand value is seen as an asset to be capitalised in the 
balance sheet. Kodak, Disney, M ercedes or Google would never do anything that 
could even remotely jeopardise their corporate images. But it is surprising, in a 
money-losing industry with major obstacles still lurking on the horizon, one that 
since 11 September, 2001 has managed to burn through the equivalent of all the 
profits generated from the day the Wright brothers got their first plane off the ground, 
that airlines could still be so reluctant to consider spoiling their brand ‘jewels’. 

Why, then, do airline members contribute money to an alliance budget which 
is mostly devoted to advertising, that is to promoting the alliance’s brand, if when 
discussing what is likely to be one of their most concrete customer benefits - 
cooperation amongst loyalty programmes — they shudder at the thought of a common 
brand programme? Because they see this as the price to pay for continued independent 
status, decorated with just a hint of the alliance umbrella brand. Let alliance brand 
awareness grow stronger, they argue, but no messing around with our trademarks. 

Unless a merger comes along. Merging leads to a common bottom line, inhibitory 
impulses are lowered and co-branding, or re-branding can then be discussed. The Air 
France-KLM case is a good example of how airline marketing executives reason. 


2 Solitarie PPS Club, PPS Club and Elite Gold are mapped as Gold, Elite Silver as 
Silver. 
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As soon as the French and Dutch carriers merged in 2003, one of the first actions 
they undertook was to unify their frequent flyer programmes, then respectively 
named Fréquence Plus and Flying Dutchman. After lengthy deliberation and almost 
two years of work, anew joint programme was created, called Flying Blue. Air France 
and KLM merged their databases, re-mapped their respective tiers and re-branded 
everything accordingly. In effect, while the two airlines would have maintained their 
separate FFP brands as members of the SkyTeam multilateral alliance,’ bilaterally 
they agreed to surrender part of their brand sovereignty for a new cause. For those 
who have witnessed how multilateral, consensus-driven bodies work, this does not 
come as a surprise: it is difficult to reach unanimity when deciding on complex 
matters among affiliates with so many different national and corporate backgrounds, 
not to mention diverging economic prerogatives. By contrast, what seems far fetched 
in an alliance scenario may quickly become more feasible if the players merge. 

But what are the true FFP benefits for the customers of a global alliance, or of a 
merged entity? It is remarkable how similar the privileges all three alliances offer 
are. This shows how hard differentiation becomes, when the aim and the players are 
similar. Star Alliance offers its Silver customers the following advantages: 


e Priority reservation wait listing 
e Priority airport standby. 


The real benefits materialise at Gold member level: 


e Priority reservation wait listing 

e Priority airport stand by 

e Priority airport check-in 

e Priority baggage handling 

e Extra baggage allowance — an additional 20 kg or one additional piece of 
luggage 

e Priority boarding 

e Airport lounge access, with one guest, regardless of the class of travel. 


oneworld’s bonuses look somewhat similar, although the presence of a third tier 
makes the lower level seem more generous. 


Ruby: 


e Priority check-in regardless of the class of service 
e Preferred seating 

e Priority stand by 

e Priority wait listing. 


3 Atthat stage KLM had still not joined SkyTeam. TheA msterdam-based carrier joined 
the alliance in September of the following year. 
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Sapphire: 


e Priority check-in regardless of the class of service 

e Preferred seating 

e Priority stand by 

e Priority wait listing 

e Preferred boarding 

e Entrance to airport lounges when travelling internationally, regardless of the 
class of service. 


Emerald guests basically enjoy the same privileges as Sapphire members, the only 
difference being: 


e Entrance to airport lounges (including first class lounges) with one guest, 
when travelling internationally, regardless of the class of service 

e Entrance to airport lounges when travelling internationally, regardless of the 
class of service 

e Priority check-in at first class desks. 


And at SkyTeam there is little difference, although endeavours to make a distinction 
in the Elite Plus top tier seem to have added a little more novelty to the end result. 


Elite: 


e Priority check-in 

e Preferred seating 

e Priority boarding 

e Access to airport lounges when travelling in first or business class 
e Priority reservations wait listing 

e Priority check-in wait listing. 


Elite Plus passengers enjoy the same privileges as Elite members, and a few more: 


e Access to airport lounges regardless of the class of service, with one guest 

e Guaranteed reservation on sold out long-haul international flights, up to 
24 hours before departure, when purchasing a full fare economy class ticket 

e Priority baggage. 


The way these benefits have been constructed demonstrates one of the unwritten 
laws of alliances: in coming to an agreement over new products and services to 
be offered system-wide by their particular alliance, members tend to settle for the 
lowest common denominator possible. This is an inevitable outcome of the need 
to compromise between those carriers strongly focused on attracting customer 
preference through excellence in service, and those who lag behind. Needless to say, 
while the latter find this ‘induction’ beneficial, the former risk lessening their overall 
image if the bar is set too low. 
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F or frequent travellers the opportunity to benefitfrom a standard set of privileges - as 
opposed to having to negotiate them at individual carrier level — is clearly a meaningful 
plus. Admittedly, some of them are less important than others. But travellers who notch 
up the miles appreciate the difference the really valuable ones can make. 


Seamless Service 


Together with ‘synergies’, ‘seamless service’ is one the most abused mantras in the 
commercial aviation world. The term is an attempt to indicate uniform, consistent 
service performed with no irregularities or differences (the ‘seams’) in an even 
sequence of impeccable events. Airline people began to use it when analysing the 
standard customer journey and the possible blunders caused by varying approaches at 
the different points of contact along the route. After a while this ambitious catchphrase 
waned in popularity, soon to be revived when alliances were born. Indeed, aside from 
connecting people travelling with different carriers, another prime reason alliances 
exist is to provide some form of standard regularity when combining the diverse ways 
in which each of the members delivers the same, or similar product. 

When a new carrier joins one of three major global alliances, it must prepare 
to abide by a more or less stringent set of rules and requirements ranging from 
technological standards, training measures, product features and so on. This is aimed 
precisely at creating seamlessness of service throughout the various airlines, making 
them able to deliver an added ‘alliance touch’ during a multi-leg journey. How 
well are alliances scoring on this account? As usual, the answer is not simple. The 
two main obstacles alliances have encountered when defining their conditions for 
membership have been: a) substantial differences in the product and service features 
offered by each member; and b) in the case of identical or at least comparable 
features, substantial differences in their quality of delivery — it is an unfortunate fact 
that alliances can group together the good, the average and even the mediocre. 
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These coalitions of carriers therefore had to draw a tighter perimeter around their 
field of action, encompassing only those activities which needed to be carried out in 
common and with a certain uniformity. 

Today, alliances mainly direct their energies (as regards the part affecting the end 
customer) towards the area of ground services. Reservations, the web and post-travel 
customer service also play their part, butthe serious activity takes place atthe airports: 
check-in, ticketing, e-services, wait listing, lounges, boarding, unaccompanied 
minors, pets, luggage ... these are the main areas where customers can really judge 
if an alliance works well for them or not. IATA s Senior Vice President M ember and 
Government Relations Thomas Windmuller hints at the possibility that in the not too 
far future certain airports will see airport customer service for passengers of different 
airlines being taken care of by some form of centralised ground staff: 


| think we will see more of that when we move from alliances to mergers. 


Through customer surveys every alliance monitors how it is faring compared 
with its competitors. While the results of such surveys are confidential, it is at least 
possible to briefly get an idea of which each believes its most essential benefits to 
be, see if they are related to seamlessness in service, and compare how the three 
alliances differ from one another. 
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For Star Alliance, the customer benefits advertised as the distinguishing trait of 
the coalition coincide exactly with the advantages available to Star’s frequent flyers. 
Not surprisingly, given the strong identification with the idea of frequent travellers 
as the main, if not sole target of the alliance. Miles accrual/redemption and lounges 
aside, it is therefore the priority in reservations and stand by wait listing, in boarding, 
baggage handling and the like which constitutes the core offer of this alliance and its 
seamlessness proposition. 
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In its public pronouncements, however, the idea of seamlessness seems to gain 
in meaning. In a presentation delivered in 2004 by Lee Hock Lye, VP Products 
and Services, Star Alliance places great emphasis upon how moving the physical 
infrastructures of the coalition’s various members at certain airports ‘under one 
roof’ will powerfully foster seamlessness and consequently customer satisfaction. 
Moreover, Star Alliance also treats some of the ongoing projects that each alliance 
is currently pushing forward to improve the overall travel experience — such as 
interline electronic ticketing or the deployment of airport check-in kiosks - as part of 
the same logic, thus almost endowing the concept of seamlessness with a vaster, all- 
embracing quality capable of imbuing most Star Alliance initiatives (Star Alliance, 
2006). 

oneworld adopts an in-between approach, broadly describing how beneficial it is 
for travellers to choose this alliance: 


... we can offer you benefits that are beyond the reach of our individual networks, 


describing such benefits (again, miles accrual/redemption and lounges aside) 
as an overall value-adding proposition for passengers in transit on the oneworld 
network: 


We place great emphasis on the service we provide, in flight and on the ground, especially 
to passengers with onward connections (oneworld 2006). 


In a more detailed description of such benefits, once again it is the customer 
benefits for the frequent travellers that come up. oneworld, perhaps aware that the 
devil really is in the details when it comes to actually delivering on the seamlessness 
front, seems to be more cautious in using the word, at least in the most prominent 
claims defining its brand pledge. 

In SkyTeam, frequent flyer benefits and general alliance bonuses are kept 
separate, despite being very similar and often overlapping. In addition to the usual 
miles, lounges and customary frequent traveller bonuses, the draw cards include 
‘more flights’, ‘more fares’, ‘easy connections’, ‘enhanced check-in’, ‘single check- 
in’, ‘quality standards’ and ‘reservation network’. The information is presented 
alongside or even overlying the loyalty section, so regardless of their separation 
the idea of interdependency is also evident. In describing ‘enhanced check-in’, the 
formula ‘you save time with SkyTeam’s streamlined airport procedures’ comes close 
to the perilous seamlessness concept, but like oneworld this alliance treads carefully, 
preferring not to overreach itself. 

The most innovative element amongst those examined above seems to be 
Star’s explicit link between seamlessness and the renewal of airport facilities being 
undertaken at some international locations worldwide. It introduces a pro-active 
attitude to product consistency, promising an upgraded, structural approach to 
customer service. Many airports under undergoing redevelopment, including Mexico 
City-Benito Juarez, Los Angeles, Miami, London-Heathrow, M adrid-B arajas, 
Rome-Leonardo da Vinci, Paris-Charles de Gaulle, Warsaw-Frédéric Chopin, Cairo, 
Nagoya-Centrair, Tokyo-Narita, Bangkok-Suvarnabhumi, Hong Kong-Chep Lak 
K ok, Beijing-BCIA and Shanghai-Pudong. The difference with respect to ordinary 
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co-locations where allied carriers decide to share some of the facilities (for example 
by placing their ticket offices or check-in counters side by side, or using each other’s 
lounges) is that in most of the above airports new construction or radical over haul 
provides for the creation of three or more concourses, destined to host airlines in 
their alliance-combined form. In Madrid, for example, Terminal one will host Iberia 
and its oneworld partners, Terminal two Air Europa and the SkyTeam grouping, 
Terminal three some non-aligned carriers and Terminal Four Star Alliance with 
Spanair.* 

This opens up unprecedented new opportunities for alliances, which can finally 
test on the ground their will to concretely act together and benefit their clientele, 
proportioning their efforts to the degree of integration sought. Some attempts in this 
direction have already been made. Star opened a common lounge at Ziirich-Kloten 
in August 2001, the first to be completely branded with an alliance logo and image 
(and ranking among the 10 best lounges in the world, according to a Forbes, 2001 
review). A second lounge was opened in Nagoya-Centrair in February 2005. A third 
will allegedly be inaugurated in Los Angeles. Neither oneworld nor SkyTeam have 
yet announced a similar step, and this is odd in light of the redevelopment work 
taking place at the airports mentioned previously. Two to three years from now, at 
major airports worldwide most carriers in each particular alliance will probably be 
sharing space and facilities under a common roof. Unless management at oneworld 
and SkyTeam meanwhile decide otherwise, at the concourses dedicated to their 
alliances each individual member airline will maintain its own separate lounge, 
preferring to avoid brand dilution and at the same time passing up an opportunity for 
significant cost-savings. The very similar perks each airline provides in its lounges, 
i.e., food and beverage, newspapers, Internet access, makes this a prime example of 
the seemingly illogical turns the world of airline synergies can take. 

Lounges aside, re-locating under one common roof should substantially benefit 
customers. The most obvious improvement regards transiting passengers. With most 
of the connections occurring among alliance members, same-terminal occupation will 
significantly reduce minimum connecting times, thereby shortening total travel time. 
The overall travel experience in the airport should be enhanced, with passengers being 
able to experience better signage and communication, easier transfers, more reliable 
baggage handling and smoother check-in, ticketing and transit desk procedures. The 
fact that back offices and operational support counters will be combined should also 
minimise certain bureaucratic inconveniences and facilitate problem solving, in 
particular with passengers requiring special assistance. All in all, expectations are 
that the ‘under one roof’ model, if applied consistently and exploited well, will boost 
seamlessness and perhaps convince carriers that serving passengers through unified 
points of contact will make travel a more harmonious experience, eventually making 
airports a nicer place to spend time in. 


4 Re-location plans in Madrid are ongoing and many decisions have not yet been 
finalised. In the earlier phases, due to facility constraints linked to security needs for non- 
Schengen passengers, the repartition described above will not be fully implemented. 
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Technology 


As mentioned previously, there are a number of alliance initiatives tied to the 
airport experience which can involve a considerable number of information and 
communication technology (ICT) developments. While this chapter deals with the 
way customers look at alliances in their various facets, from the carriers’ points 
of view technology obviously introduces the challenge of balancing investment 
costs — largely carried out independently, that is outside the scope of the alliance 
budget - with clear paybacks in terms of revenue, yield, market share, profitability, 
customer satisfaction or a combination of these. While customers do not see and 
are not interested in knowing whether the carriers they fly with use a common IT 
platform, share certain databases or operate on joint communication networks, these 
choices can drastically change the quality of their travel experience. 

It is always difficult to say whether customer demands drive ICT evolution or 
whether ICT changes are imposed upon customers by the relentless quest to increase 
productivity by slashing costs. In the airline business, in most cases the latter trend 
prevails, although carriers have cleverly allowed passengers to believe the contrary. 

A good example is electronic ticketing. Do passengers care whether their ticket 
is electronic or an ‘old-fashioned’ paper one? Of course not; in fact, they may 
even enjoy carrying around those long, exotic remnants of commercial aviation’s 
glory days. But for carriers, going electronic has dramatically changed the way 
passengers are dealt with, from the moment they browse on the Internet looking 
for a flight until the time they decide to book it, purchase their tickets, check-in 
at the airport counters and finally board their flight at the gate. Electronic tickets 
even have an impact on post-flight procedures, for example in the event of a claim 
to be filed. Airlines introduced e-ticketing not as a paper-saving exercise but as the 
cornerstone of a larger move aimed at improving both the administrative as well 
as the operational processes, drastically cutting or eliminating certain unproductive 
expenses. By electronically ‘registering’ passengers at the moment their tickets are 
purchased, airlines can keep track of them throughout the entire travel sequence and, 
depending on how technologically advanced the system is, absorb data for future, 
or on-line, processing. This is very convenient for each single carrier (and for the 
industry as a whole), as it provides access to a supply of objective information that 
has been automatically obtained and is reliable, storable and can be cross-referenced 
with other sets of data. For example, passengers with electronic tickets who decide 
to check-in on the web for a flight due to depart a few hours later leave an electronic 
trace which contains useful material for possible reference before and after they 
have embarked, both for operational and marketing purposes (such as the time 
they checked-in, the seat they chose, their FFP status, erc.). If the same passengers 
instead decide to check-in once they have reached the airport, the same principle 
applies and they will have provided their airline with a similar collection of data 
that can help airport personnel trace them in the lounge (once their boarding card 
has been scanned) or communicate with them (via instant messaging, palm reader, 
etc.) if need be, for example if a delay is foreseen, if the flight is overbooked or 
for whatever other operational reason. Once these passengers are on route, more 
useful information will have been stored and linked to their passenger name record 
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(PNR), to be used at a later stage of the journey if so required, for example to ensure 
a smooth transfer during a tight transit. Hours after passengers have arrived, when 
the hidden pile of back office work begins to be processed, this mine of electronic 
information that has been gleaned will prove extremely precious, allowing airlines to 
compute actual revenues net of pro-rates, front- and back-end discounts, commercial 
incentives and the like, feeding a plethora of systems which the carriers will later 
use to settle their codesharing agreements via Clearing House, develop marketing 
statistics, build up administrative reports, etc. 

Such systematic use of e-technology, undoubtedly the key to attenuating the 
enormous complexities involved in flying passengers around the world, is even more 
indispensable in an alliance framework. Multilateral coalitions have grown over 
the past few years, and in such large groupings it is likely that sub-sets of member 
carriers will be formed, according to geographical proximity, business affiliation or 
other rationales. This requires a high degree of flexibility, and flexibility is a product 
of technology. If some kind of common ground is to be found that is suitable for the 
even delivery of customer benefits to a diverse clientele connecting between airlines, 
many of which are often very dissimilar in terms of size, national/corporate culture, 
brand positioning and product offering, then a supple approach is a must. This is 
precisely when e-technology steps in, making it possible to adapt different know- 
how to fit within the frame of a single solution. Ina merger or acquisition scenario the 
impact is even more radical, with e-technology being one of the first ICT priorities 
likely to be addressed: the quick alignment of certain system functions will create 
shortcuts for merged carriers to use in doing business together in relation to their 
common passengers, in this way managing to further productivity and consolidate 
customer preference, while at the same time avoiding brand dilution. 

Airlines began tinkering with technology a long time ago, well before other 
global industries, because from the beginning the air transport industry itself has 
always been one of the symbols of a high-tech, futuristic tomorrow. More and more, 
carriers have learnt how to bend the electronic revolution to their own purposes, 
using it to improve efficiency, enhance accountability and, in a word, simplify the 
business. Which all sounds very nice for the airlines themselves, but what about the 
customers? 


Over the past year we have taken giant steps towards our goal of simplifying the 
business, 


said Giovanni Bisignani, Director General and CEO of the International Air Transport 
Association (IATA) at the 61st Annual General Meeting and World Air Transport 
Summit, in May (2005). 


At stake is easier travel for passengers and US$6.5 billion in annual savings for our 
industry. 


IATA launched its industry-wide ‘Simplifying the Business’ initiative in 2004. It 
includes four cornerstone projects (plus a fifth regarding cargo), all of which will, or 
already do, profoundly affect passenger service: 
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e 100% electronic ticketing by the end of 2007 

e Common use self service check-in 

e bar coded boarding passes 

e Radio frequency identification (RFID) for baggage management (IATA, 
2005). 


Interline Electronic Ticketing (IET) 


ThelATA project refers to e-ticketing alone (ET), butin alliance terms, the possibility 
- just as with ordinary paper tickets, through the various coupons - to interline, i.e., 
use the sameticket for itineraries selected with different carriers, is essential to ensure 
passenger mobility across the alliances network. IATA plans, or hopes, to have 100% 
electronic ticketing in place by the end of 2007, certainly an ambitious deadline. 
While most of the major airlines have already completed ET implementation, a vast 
number of medium to small carriers, particularly outside Europe and the US, still 
have not even begun working on it. Some of the activity may be eased by adopting 
hub-ware technology, which makes it possible to bypass carrier-to-carrier links by 
going through an IET hub capable of granting access simultaneously to all linked- 
up airlines and transferring/translating all forms of electronic data interchange 
(EDI). IATA estimates that up to U S$9 per ticket may be saved through this change. 
Considering that ATA carriers use 300 million paper tickets every year, the projected 
savings lie around the US$ three billion mark, clearly a massive sum. For customers 
there are two advantages: the chance to buy on-line and avoid queues at travel agents 
or airport ticket offices, and the possibility of checking in at airport kiosks. The 
latter benefitis particularly significant; however, itis no secret that airport kiosks are 
crucial to reducing overhead costs, thus the first impression is of an airline benefit 
rather than a customer-orientated one. The additional interline factor is a zero sum 
game for customers, as it simply restores an option already fully available with 
‘normal’ tickets. 


Common Use Self Service Check-In (CUSS) 


About 10 years ago a number of airlines started introducing self service kiosks in 
some airports, mainly their hubs. These kiosks were aimed at replacing front line 
manning at check-in and ticketing counters, in a move largely dictated by the need 
for cost reduction. The first kiosks proved too sophisticated and user-unfriendly, in 
addition to requiring frequent repair. Development costs, maintenance charges and 
customer perplexities more than offset any savings on personnel expenses, and the 
machines never became popular. A second generation of self service kiosks was 
then introduced, with a simpler interface and less functions (the main focus being 
check-in - albeit enriched by FFP facilities). This new solution was received more 
positively by passengers, and in most hubs, or large airports, worldwide kiosk check- 
in has now become a common operation, at times necessarily so due to the actual 
disappearance of the ‘human’ alternative. 

This was happening while multilateral alliances were just beginning to take 
shape and bilateral partnerships were generally still too ephemeral to be ready for 
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joint investments in technology. Airlines therefore ended up developing such kiosks 
independently, with mixed outcomes. 

Alliances have since begun to regard kiosks as an area to invest energy in, the 
opportunity being to adopt jointly planned, jointly developed (or at least jointly 
commissioned) common hardware. Meanwhile, airport authorities and handlers have 
woken up to the new self service reality and have started programming a different, 
customised version of the same facility - the common use self service check-in 
(CUSS). It is important to stress that the only reason airlines individually started to 
spend their own money on kiosks in the first place was to counteract the airports’ 
resistance to boosting their technological infrastructure. Lack of investments in 
CUSS facilities, in other words, forced airlines to fall back on their own resources. 

Alliances are now facing a new dilemma: should they continue investing in 
common kiosks, or limit themselves to jointly developing the software side only, 
abandoning their own kiosks and moving to CUSS? For passengers, the difference 
is small but clear: with alliance kiosks (that is: member airline kiosks, possibly 
sporting some added alliance branding and providing common check-in functions 
to alliance customers but maintaining individual layout), they need to adapt to each 
airline’s ‘language’ - graphics, controls, process. With CUSS (that is: airport kiosks, 
possibly also bearing customised alliance branding and providing check-in functions 
allowing access to the displays of all the carriers of that alliance) passengers can 
enter their own airline's environment directly, encountering layouts and processes to 
which they are already accustomed and thus having to become familiar with controls 
only. A lliances (or single airlines) are finding it increasingly difficult to install their 
own kiosk facilities in check-in areas at airports worldwide: airports are resisting 
the trend, which would weaken their check-in hegemony (with all its economic 
implications) in favour of the carriers. Instead, they are promoting their own CUSS 
facilities. This, along with the more user-friendly features of CUSS, make it likely 
that alliances will eventually decide to adopt them. 

A side from checking in procedures, both kiosks and CUSS - once fully deployed 
- will allow alliance passengers to carry out a significant number of additional 
operations, such as inter-airline through check-in (IATCI) and automatic frequent 
flier mileage accrediting, not to mention the other service features available to all 
CUSS users, regardless of whether their airline belongs to an alliance or not. These 
include the possibility to send luggage via a drop-off point, to manage upgrades and 
re-bookings, to obtain compensation e-vouchers in case of mishaps, etc. 


Bar Coded Boarding Passes (BCBP) 


The matter of bar coded boarding passes is slightly more complex. Eight or nine years 
ago some airlines, particularly in the USA, started using bar code technology on 
boarding passes. Barcodes are widely used to implement auto ID data capture (AIDC) 
systems that improve the speed and accuracy of computer data entry. In theory, this 
allows passengers to print their cards at home and avoid lines at check-in desks. Once 
at the gate a scanner, or ‘bar code reader’ will capture the information needed before 
boarding and passengers may then embark. In practice, mono-dimensional bar codes 
(1D bar codes — the standard currently in force) can contain only a limited amount of 


Landed or Stranded — Are Alliance Customers Happy? 111 


information and cannot be used effectively for multi-leg itineraries requiring transits 
and connections with different carriers. Moreover, no common standard has been 
developed and almost every airline has adopted its own format. This significantly 
limits 1D bar code use to certain types of travel only (generally domestic, without 
interlining). Often, passengers do print their boarding passes at home, in their hotel 
room or at the business centre, only to find, upon arrival at the airport, that they need 
to report to some support desk for re-issue. This can be irritating, particularly during 
international travel. 

To find a way around the mnemonic shortcomings of 1D bar codes and the 
absence of a common standard, at the end of 2004 IATA sponsored the use of 
second generation bar codes, named 2D bar codes. These bar codes can memorise a 
greater amount of data on one document, thereby permitting multi-leg journeys and 
interline. IATA is now asking all airlines to have such technology in place by the end 
of 2008, and to be 2D bar code compliant by the end of 2010. It is also very likely 
that the Association will push for a common multi-segment standard format to be 
implemented. 

By phasing out magnetic stripe technology and automated ticket and boarding 
pass (ATB) machines, IATA estimates a US$3.5 saving for each passenger checked 
in without luggage, and US$5.3 if the passenger is carrying drop-off baggage. 
Once again, therefore, customers will be reaping the benefits of a feature originally 
designed to be advantageous to airlines. This time, however, the pluses for passengers 
are likely to be more tangible. 2D bar code technology perfectly complements what 
is being accomplished in interline electronic ticketing: in both cases the pre-travel 
portion will be automated and allow customers remote access until the time they 
board. If they have also booked their journey on the web - and if everything goes 
well along the way — in theory they could avoid all physical interaction with any 
airline personnel whatsoever until the minute they hop on board and are greeted 
by a flight attendant. Whether this really is a customer benefit or a customer curse 
remains to be seen, and probably depends on personal preference. What is certain is 
that travel as we know itis fast becoming a thing of the past. 

For alliances the 2D bar code leap, coupled with IET, is a major step forward, 
and this explains why all three have been working to beat the IATA clock. In April 
2005 oneworld announced that interline e-ticketing links were in place among all 
its member carriers, estimating the yearly overall savings for its eight members at 
around US$65 million. Star Alliance has not yet disclosed a deadline by which IET 
will be available across the board, but it is likely to be soon. Predicted savings are 
in the range of US$3 per ticket - much lower than the IATA estimates. SkyTeam 
expects be ready towards the end of 2006. With 2D bar codes the implementation 
process will take longer but is nonetheless expected to be completed before the 
deadlines set by IATA, further proof that when alliances are driven by the need for 
partners to function better together and exploit synergic potential for the purposes of 
greater economic strength, they are capable of behaving in a pro-consumer fashion. 
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Radio Frequency Identification (RFID) for Baggage M anagement 


Radio frequency identification (RFID) is an automatic identification method that 
stores and remotely retrieves data using devices called RFID tags, transponders 
or smart cards. An RFID tag is an object that can be attached to something for 
identification by means of radio waves. The tag contains a transponder with a digital 
memory chip that is assigned a unique electronic product code. The data transmitted 
by the tag may provide identification, location information, or specifics about the 
item tagged. These gadgets are becoming increasingly popular in daily life, for 
example in service cards (such as pre-paid highway passes). RFID technology is 
viewed as being one step ahead of bar code identification, and as such is expected to 
gradually replace it, at least in areas where remote identification is needed. 

IATA is trying to examine whether it is feasible, and at what cost, to replace 
current bar code baggage identification tags with RFID tags. To this purpose it 
has introduced a global standard for RFID tags that could pave the way to more 
widespread use in the years to come. On average, current tags cost approximately 
US$ 0.21 each, and with RFID technology becoming progressively more affordable 
the expected annual savings for the industry, upon full implementation, have been 
calculated at US$760 million. Of course, such savings would be predominantly 
generated by the more efficient handling of luggage. Of the 1.7 billion pieces of 
luggage which move around the world each year, about 1% is mishandled. RFID 
baggage tags — the readability of which ranges from 95 to 99% (versus 85% of bar 
coded baggage tags) — should help to diminish this rate considerably. Why is RFID 
particularly important for alliances? Because alliances exist to connect passengers 
around the world, and reducing interline baggage tag read errors is essential to 
delivering a seamless (that word again!), high quality product. 

Yet again, as in the previous examples, customers look set to benefit from a 
technological innovation which originated as a way to cut airline costs and simplify 
daily operations. Through RFID tags passengers will enjoy less mishandled baggage 
and better security, as bags can be identified from a distance in baggage containers 
that cannot be scanned by optical scanners. Luggage delivery should be completed 
more rapidly. And less lost bags and more reliable luggage handling can only help to 
make flying more pleasant. 


Is Flying with an Alliance More Convenient, Price-wise? And with a Merged 
Airline? 


Apart from safety and security, characteristics which are rightly taken for granted, 
the most sensitive area for the travelling public is pricing. Antitrust authorities and 
media people alike see fare reductions as one of the most, if not the most tangible 
way to demonstrate that ‘something is happening’. In defending their cases at the 
US DOT or with the EU’s DG Comp, alliances and carriers undergoing a merger are 
being asked the same question time and time again: will it (this alliance, this merger) 
drive fares down? At alliance press conferences, regardless of the area of business 
a new product initiative or joint service being announced relates to, journalists will 
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inevitably ask whether it will result in cheaper fares. Understandably, as a drop in 
fares can be easily communicated to the public, and consumer associations will 
respond positively to anything that represents better value for money. 

Yet however polite and tactful the alliance may be in its response, the answer 
can never be just a plain ‘yes’. When entering an alliance or a merger, carriers have 
numerous (and sometimes unrealistic) objectives in mind, but the idea of granting 
passengers cheaper tariffs is not one of them. Why should it be? Airlines (and airlines 
united under a para-institutional corporate umbrella such as an alliance or a merger 
are no different) exist to provide safe and reliable service at market cost. If their 
product encounters the favour of customers, they will survive. If it does not, they 
will disappear. In the fight to make money and be profitable, slashed fares may be a 
coincidental side-effect of their actions but certainly do not dictate those actions. 

Yet fare sensitivity has become even more of an issue, as low-cost carriers 
(LCCs) increasingly gain market share in the full service carriers’ traditional 
hunting grounds, such as high density international and domestic routes. LCCs have 
revolutionised travelling habits and customer behaviour by getting passenger used 
to paying, or perceiving that they are paying, rock bottom prices. A number of LCCs 
are profitable, and some - such as Southwest, Ryanair, easy] et, GOL, AirTran - are 
very profitable indeed. But it is hard to imagine a full service airline being able to 
make money by selling a ticket from, say, Barcelona to London for €1, when the 
average taxi fare from the airport of the Catalan city to its downtown area costs 30 
of 40 times as much. Even so, with customers applying more and more pressure, this 
is the sort of offer they are expected to provide. If the LCCs can do it, passengers 
reason, why cannot the full service airlines? A fter all, aren’t their alliances supposed 
to make them more powerful and give them more room to manoeuvre than their 
low-cost counterparts? 

A 2001 study by Jan K. Brueckner - professor at the Department of Economics 
at the University of Illinois — shows that ‘when combined, the three forms of alliance 
cooperation (code sharing, alliance membership, and antitrust immunity) lead to 
a substantial 27% reduction in interline fares’ (Brueckner, 2001). It is interesting 
to see Professor Brueckner’s subsequent calculation and division of the relevant 
reduction in fares into categories of cooperation. Thus, code sharing accounts for 
a 7% reduction, alliance cooperation for 4%, and antitrust immunity for 16%, an 
indication of the sort of impact regulatory freedom can realistically have. 

Dr Michael Gremminger, of the European Commission DG Competition 
Transport Unit, provides an interesting perspective: 


(Price convenience) depends on the extent to which the networks are complementary, 
or overlapping. The more complementary the networks, the more benefits for the 
consumers. 


The real question cartel authorities, consumer associations and economists are 
posing is: airlines which have joined an alliance or have merged are — to varying 
degrees, depending on the regulatory freedom available to them — able to cooperate 
where they once competed. Does this entail a basic control over fare fluctuations, 
such that the reduction of competition will be followed by a rise in actual prices paid 
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by passengers? A s ICA O’s Director of A ir Transport B ureau M ohamed E lamiri puts 
it, in certain cases, fares are very high because of the lack of direct competition. 

Or will the chance to exploit the commercial potential offered by interlining (as 
in the case of special pro-rate agreements - SPA s, for example), the stronger market 
clout and the greater operational latitude translate into a smoother, more flexible 
approach to pricing, thus bringing tariffs down? 

In fact, no automatic correlation between alliances or mergers and more 
convenient fares can be proven. The types of cooperation and the variety of the 
partners and markets concerned are too diverse to establish a general theory. 
Alliances (and even more so mergers) have the objective of making airlines more 
competitive. In deregulated markets such as the US and Europe they allow legacy 
carriers to compete more effectively with LCCs by adapting their pricing strategy 
to be more flexible, less complex and able to support lower fare levels. As such, it 
could be argued that there is some form of pricing edge to be gained by consumers. 
In regulated markets, such as Asia or the Middle East, alliances and mergers may 
strengthen certain protectionist trends, freeze market access and thereby harm 
consumers by limiting their choice of fare options. Gilles Gantelet of the European 
Commission believes that: 


It's difficult to say that fares will decrease because there has been a merger between two 
airlines. 


All in all, the long-term value of an alliance or of a merged entity for customers 
will be measured by the durability of their preference. The prevalence of only one 
of the components listed above - even price-worthiness - will not suffice to foster 
permanent loyalty. The perception of benefits follows more refined patterns, and 
only a successful combination of several factors — product, service, brand, pricing, 
differentiating features, the ability to anticipate customer moods, that of matching 
the right offer with the right segment — all of these combined are the secret of airline 
success. Industry consolidation will be the key to winning customer preference, 
and it would appear that only the true integration resulting from a merger or an 
acquisition can eradicate the risk of the ‘lowest common denominator approach’ to 
product planning and delivery which sometimes develops in alliances. 


Chapter 5 


Allied and Profitable, or M iserably 
Entangled? 


Airlines, like all firms, form alliances because they expect to accumulate financial 
rewards by doing so. These rewards take the form of increased revenue, profit 
maximisation and cost reduction. The value of any alliance lies in its ability to 
produce such benefits - either by increasing dominance in existing markets or 
opening up access to new ones. Recent research (Iatrou and Alamdari, 2005) has 
shown that airline alliances have performed well at revenue enhancement level and 
lived up to airlines’ expectations, whereas cost reduction efforts have been rather 
limited, with correspondingly poor results. Revenues for Lufthansa, for example, 
were up DM 250-270 million in 1997, thanks to its alliance with United A irlines, 
SAS, Thai Airways, Air Canada and Varig (Doganis, 2001). For British Airways, 
the alliance with USAir generated 68,000 extra passengers and US$100 million in 
additional revenue (Doganis, 2001). Yet sooner rather than later, cost-savings will 
have to be boosted to match the benefits from initial revenue gains. As the airline 
industry matures in terms of markets and players, there is increasing evidence that 
revenue gain is reaching its ceiling and thus current priorities focus on cost-savings 
through efficiencies: 


Cost-savings rather than revenue gains have emerged as the priority for global alliances 
as they come to terms with economic crisis and an uncertain future (Baker and Field, 
2003). 


According to the principles of rudimentary economics, in network industries the 
sheer size of the allied airlines will bring about economies of scale. This, together 
with the spread of the combined networks, leads to economies of scope. Economies 
of scale and scope, along with the way the respective networks are combined to 
increase traffic and facilitate connections, will in turn produce economies of traffic 
density. Clearly, to examine these parameters in isolation is misleading, since they are 
closely interrelated and any increase in one or all of them will lead to an increase in 
revenue and profit. H owever, for the sake of clarity they will be examined separately 
here, with an attempt at a brief summary. 

Before looking at the economic benefits of airline cooperation, it should be 
mentioned that in certain respects air transport is no different from any other business, 
in so far as its objective is to provide a service at a price passengers are willing to pay 
and to keep costs below that price so that profit can be made. But it is also distinct 
from all other businesses and presents certain peculiarities, because airlines operate 
in a cyclical and seasonal environment, participate in capital and labour-intensive 
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operations requiring information-intensive processes, have to deal with constantly 
rising fuel costs, and are extremely vulnerable (more so than other industries) to 
external factors beyond their control, such as economic crises, terrorism, wars, etc. 

The airline industry is a service industry and as such will always be labour- 
intensive, with limited chances of lessening labour requirements, because markets 
and locations are geographically dispersed. At the same time, it is a business that 
requires substantial initial capital. Although the most important capital input for 
airline facilities (aircraft, slots or gates) can be leased without incurring sunk costs, 
new entrants must invest in the promotion and marketing of any new service, the 
costs of which cannot be recovered in the event of a subsequent exit. These costs 
can be significant, particularly for an entrant that must spread them over a small 
passenger base. A nother risk factor in the industry is its dependence on fuel. As new 
aircraft become more fuel-efficient, fuel costs are coming to represent a smaller part 
of overall operating costs, but in spite of this fuel still remains a significant item, 
accounting for an average 10-15% of total operating costs, and is probably the most 
difficult expense for airline management to forecast. A ny increase in fuel prices - a 
constant threat over recent years — impacts on fare levels, taxes and dues. 


Benefits of Size 


Economies of scale are achieved as a function of size and are reflected in a firm’s 
long-term average costs as the size of its operations increases. Scale economies 
occur when unit costs go down as total production is increased. They evolve mostly 
from the spreading of fixed costs over an increasing volume of output. Economies 
of scale occur in the air transport industry if a carrier can serve the same amount of 
traffic at a lower cost. 

Economies of scale can be generated from returns to scale, learning, specialisation 
and the distribution of fixed costs over a larger output (Gsell, 2005). Categorisations 
of economies of scale in the past have included ‘technological economies’ (based on 
large scale production and large parts), ‘managerial economies’ (improved division 
of labour) and ‘financial economies’ (reductions in unit costs when purchases, sales 
and financial transactions are made on a large scale) (K leymann and Seristo, 2004). 

In the case of airline alliances, returns to scale or technological economies can 
be achieved by the efficiency gains of larger aircraft. Larger planes tend to be more 
efficient (on unit cost basis) than smaller planes. For an airline facing insufficient 
demand in a particular market, having to fill a large plane implies a distinct cost 
disadvantage. Given the need airlines have to maintain mixed fleets in order to meet 
the different demands of their networks, technological economies through airline 
cooperation can be obtained to a very limited extent on specific city-pair routes. 
Financial economies spring from higher bargaining power in purchasing aircraft, 
spare parts, fuel, maintenance, catering or other services. Specialisation in relation 
to the learning and sharing of best work practices (otherwise known as managerial 
economics) can lead to lower process costs and automation. Financial economics 
occur when an alliance, acting as a representative of its members, has greater 
negotiating clout with external suppliers. Joint procurement among alliance partners 
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has so far provided marginal savings on certain items of the airlines’ operating costs, 
with office stationery, a few minor non-branded commodities and fuel being the 
most ‘strategic’ of these. When it comes to joint purchasing of core elements such 
as aircraft or central support systems, allied partners stick to their own suppliers 
and specifications, perhaps out of a desire to preserve their last bastions of product 
differentiation and stand-alone capability. 

Finally, there are fixed costs such as sales offices, airport ground handling and 
maintenance facilities, reservation and ticketing counters or headquarter functions 
that can be spread over a larger output to increase utilisation levels. By eliminating 
the doubling-up of operations, such costs can be shared by an alliance’s allied 
members, thus reducing the overall cost for all partners. 

This is an area of scale economies where airline alliances have registered some 
gains and will achieve more over the next two to five years. Shared use of airport 
facilities and ground staff, mutual handling of baggage transfers and passenger check- 
in, cooperative advertising and promotional campaigns, in addition to common sales 
offices are some of the ways airlines can achieve considerable cost-savings and 
increase economies of scale from a marketing perspective. But even these synergy 
effects can be reaped only where two or more partners’ route systems meet, i.e., 
at each partner’s hubs, or in major airports worldwide that are served by most of 
the members of an alliance. For isolated markets the opportunities to create such 
synergies are more limited. Moreover, some other fixed costs (especially aircraft 
and personnel), are still very airline specific and cannot be fully spread over alliance 
partners and thus over larger passenger volumes, due to the regulatory environment 
in which airlines operate and the strong trade union presence in the industry. 

If economies of scale represent the only way to get costs down and thereby counter 
falling yields, alliances have yet to deliver significant results. The main culprit for 
the poor performances recorded thus far is the low level of integration between 
partner airlines. The deeper the level of cooperation and integration, the greater 
the potential cost benefits. In this sense mergers offer the highest possible degree 
of integration, and cost reductions resulting from scale economies therefore come 
into discussions during their negotiation. The real cost benefits could indeed come 
from ‘mashing together’ carriers to help dominate markets and achieve economies 
of scale. Companies with sufficient scale to dominate their surrounding markets 
and with the volumes to lower unit costs and invest in the business would certainly 
enjoy a distinct advantage. J oint action on areas like network and fleet planning, for 
example, would seem to be a prerequisite for those hoping to obtain full economies 
of scale in areas such as maintenance or handling. But it appears that such planning 
can be effected when there is only one management and decision-making team, i.e., 
when two carriers have merged. In this case the new entity also benefits from cost 
rationalisation. A reas such as parts inventories, back office functions, sales forces or 
management teams can all be scaled back. A merger of carriers could lead to savings 
in administrative and maintenance costs via the pooling of headquarters and other 
overlapping functions (as part of the new entity’s efforts to avoid any duplication 
in operations and systems) and induce network configuration to achieve greater 
load factors and other forms of efficiency. Added benefits could be accrued from 
opportunities previously not noticed by the pre-merger companies and which had 
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then surfaced during the integration process itself. These might include the sharing 
of skills and the optimisation of personnel. The new, larger entity could also benefit 
from lower borrowing costs with the help of consolidated, ‘promising’ balance 
sheets. 

One of the reasons why mergers are effected on a regional level between 
neighbouring countries, at least to begin with, is that the possible synergies between 
partners, whether allied or merged, lose in strength if markets are isolated. With 
this in mind Lufthansa, for example, is building up critical mass in Central Europe 
using both mergers and alliances. Admittedly, some potential cost-savings might be 
more difficult to achieve if consolidation occurred between EU and US transatlantic 
carriers. Each carrier would need to maintain operations located in distinctly 
different geographical areas in order to meet the needs of their customer bases. In 
such mergers, it might be harder to reduce certain sales and marketing costs. 

Announcements by the merged airlines themselves, however, seem to squash the 
idea that the key driver behind the deal is cost reduction. The CEOs of bothA ir France 
and KLM claim they ‘don’t believe that [they] can only solve problems by cutting 
costs’, arguing that overcapacity is the real cause of low industry margins and that 
the ‘long game’ is to use consolidation and alliances to better rationalise the market. 
‘The problem is not to reduce capacity’ since ‘if you give up slots, low-cost carriers 
will come in and take them’. The problem, they argue, is rather to maintain capacity 
by bringing in traffic from beyond the local market and maintaining a ‘global reach’ 
(Baker, 2004). This then leads to better application of the economies of scope and 
traffic density. Or as Michael Gremminger has quite eloquently pointed out: 


Many things that have to be done to reduce costs are independent of alliances and 
mergers. 


Two areas of scale economies merit special attention, namely joint procurement 
and labour (the biggest operating cost), because they currently seem to represent the 
Grail of major cost reduction. 


Joint Procurement 


The power and size of an alliance enables it to negotiate from a position of force and 
strike better deals with suppliers on aspects ranging from aircraft manufacturing to 
in-flight amenities. The ability of partners to take advantage of increased volume and 
higher bargaining power in the purchase of resources brings opportunities for cost 
reduction and cost efficiency. A typical example of such a supplier-airline contract 
is the agreement between SkyTeam and Coca-Cola (2002), by which the two 
companies agreed to an 8 year strategic marketing and beverage agreement, with 
SkyTeam basically obtaining valuable marketing funds in exchange for a degree of 
beverage exclusivity on all alliance flights. Common fuel and oil purchasing, joint 
procurement of in-flight amenities, spare-parts, maintenance, catering, common 
negotiation of airport charges, and joint cabin crew training are other potential 
sources of cost reduction. Star Alliance members purchase about US$15 billion of 
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goods and services each year. By buying in bulk they have achieved a better price 
per aircraft than if each had ordered separately, as in the past (Doganis, 2001). 

But allied partners have been unable to exploit the full potential of joint 
procurement. Star Alliance set itself a goal of US$150 million in annual savings 
through joint procurement, but this amount represents just 0.1% of expenses for the 
whole alliance (O’Toole and Gill, 2000). 

A study carried out in 2000 by Gemini Consulting in conjunction with Airline 
Business estimated that alliance members who are prepared to pool their management 
of ‘external services’ - whichinclude ground handling, maintenance, catering charges 
and fees — could hope to cut some 3.6% from their overall expenses, compared with 
only 1% at simple coordination level (O’Toole and Gill, 2000). 

Such pooling would first require the development of joint specifications and the 
harmonisation of standards and quality assurance. But alliance partners are reluctant 
to progress to this level of integration, perhaps fearing they may limit their options 
by tying themselves too closely to one grouping. In what has become something 
of a Catch-22 situation, airlines are unwilling to lose sovereignty in the absence of 
a common bottom line, but establishing a common bottom line makes sense only 
if greater economic benefits are at hand, and the only way these can be achieved 
is through effective integration, i.e., by giving up some degree of individual 
autonomy. 

Another aspect of cost-saving possibilities that should be mentioned is the 
fact that some airlines and alliances lean towards the option of promoting internal 
solutions, collecting together their ancillary businesses in areas such as maintenance, 
ground handling, catering or information technology (IT), while others are examining 
the possible advantages of outsourcing. Thus, at one extreme British Airways is 
outsourcing as many of these other services as it can, to allow itself to concentrate 
on running flights and marketing. At the other, Lufthansa ‘includes the world’s 
largest maintenance company, the largest airline caterer (with 29% of the market), 
the leading air-cargo operator and a big systems company’ (OECD, 2000). 

Joint procurement of aircraft is undoubtedly the area which presents the highest 
cost-savings potential. Such joint purchasing could have multiple effects, since 
partners could not only negotiate better prices with aircraft manufacturers, but 
also take advantage of synergies in training and maintenance. The development 
of common specifications in engineering and maintenance activities should bring 
savings through bulk buying or sharing of parts and would make it easier for partners 
to exchange or swap aircraft. 


Labour Cost Reduction 


Labour represents one of the biggest costs for an airline. Among major North 
American Airlines labour costs, including social charges, generally account for 
30-40% of total operating costs. Among European airlines the figure is somewhat 
lower at 25-35% (Doganis, 2002). It is the cost of labour that acts as a major cost 
differentiator between airlines competing in the same markets, since other input 
costs (fuel, landing fees, aircraft purchase and ground handling) will be roughly 
the same (Doganis, 2001). An alliance gives the participating airlines the chance to 
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reduce their labour costs in two ways: firstly, by enabling them to reduce the number 
of sales and ground personnel, because instead of maintaining separate offices in 
many parts of the world, they can use or share the offices and the bases of their allies. 
Secondly, alliances enable airlines to resort to the low wage structure of their allies 
to staff operations. 

Considerable international differences in salaries and wages are possible because 
of restrictions on the employment of non-nationals. The increasing globalisation of 
airlines, whether through mergers or alliances, may well lead to some easing of these 
restrictions and to a certain levelling out of salaries across airlines. Some airlines 
based in high-wage, hard-currency countries have begun to shift some of their 
activities to countries where labour costs are much lower. Lufthansa, for example, 
has transferred part of its aircraft overhaul requirements to Shannon Aerospace in 
Ireland (Hanlon, 1999). It is quite possible that many more airlines will outsource 
work to partners based in low-wage economies and that more airline jobs will be 
exported out of high-wage economies in the future. Virgin Express, for example, 
which is based in Brussels, in 1998 warned that it might move to the UK or Ireland 
in order to reduce social taxes on employment. Within an alliance, an airline can 
use the cheaper labour force (flight attendants, pilots) of the other alliance partners 
based in another country, thereby saving on expenses without reducing the quality 
of services. 

Such cross-crew utilisation is attractive in theory but the strong unions of the 
air transport industry sector can effectively veto it, even if it is not prohibited by 
national licensing requirements for aircrew. In addition, the different salary schemes 
constitute a major hurdle in terms of organisation and cultural fit. As competition 
intensifies and the cost of labour becomes more critical, stakeholders in the airline 
industry will find themselves confronting social issues such as staff cuts or the 
renegotiation of labour contracts repeatedly. 

Once alliances and mergers have achieved the necessary critical mass, outsourcing 
represents a way to subcontract a particular activity to a third supplier and avoid 
having to maintain staff to carry out the activity in question. 


A further factor affecting labour productivity is the degree of outsourcing which an airline 
undertakes. If labour-intensive activities such as flight kitchens, heavy maintenance, 
aircraft cleaning or IT support are outsourced, then an alliance’s own staff numbers are 
invariably reduced and output per employee is enhanced (Doganis, 2001). 


In the case of mergers, which can promise significant cost-savings through 
staff layoffs, conflicts with labour unions and other employee groups can result in 
diseconomies once the merger has actually come about. In a 2006 questionnaire 
survey (Iatrou, 2006), airline executives stated that the second most serious problem 
a merger initiative might face was that of labour issues. The new entity arising from 
the merger would certainly wish to integrate and rationalise - read ‘downsize’ - 
many departments, in an effort to reduce the duplication of operations and achieve 
economies of scale. Any such integration and rationalisation would inevitably lead to 
a reduction of personnel. This could not be achieved without serious social and even 
political reactions, possibly causing industrial action, strikes and work stoppage that 
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would have an adverse impact not only upon the operations but also on the image 
of the new entity. 


Benefits of Network Size 


One further, important parameter of airline cooperation remains to be considered 
in relation to economies of scale: change in the network structure of the allied or 
merged partners, whether in terms of the increased size of the combined network or 
that of the network configuration of the allied partners. 

In the air transport industry, economies of network size, or in other words the 
benefits from the combination of the cooperating partners’ networks, coincide with 
the economies of scope of traditional economics. A firm is said to enjoy economies of 
scope when it is possible for the firm to reduce its average cost of production as new 
products or services are added to its range. In air transport, economies of network 
size are achieved in relation to the number of points served by an airline. They are 
generated as aresult of traveller demand for service in more than one city-pair. In other 
words, economies of scope derive from the traffic aggregation potential of a hub. So 
by extending their marketable network, airlines hope to tap into such economies. This 
expansion can be achieved by the various forms of alliance cooperation, franchising, 
or code sharing with airlines operating complementary networks in other parts of 
the world. By creating larger networks, increased concentration can result in greater 
market power on certain routes. As an airline connects more cities to its hub, it 
becomes progressively less expensive to add city-pairs to its network. This basic 
multiplying effect means that adding a spoke to a big hub will lead to the creation of 
alot more city-pairs than if a spoke costing the same amount is added to a small hub. 
If firm size is defined by the number of points served, economies of scale and scope 
merge, since increasing scale is effected by adding new markets, new city-pairs. 
Thus, firm size translated into network spread transforms the optimal route structure 
from a ‘point-to-point’ network to a ‘hub-and-spoke’ network. 

Let's assume, for example, that an airline’s hub airport is connected to 10 other 
cities. By connecting another city to its hub, through a code share agreement, the 
airline has expanded its city-pair network by 11 city-pair combinations (where 11 
represents connections from the new city to the hub and the 10 other cities). If the 
airline is connected to 20 cities through its hub, the addition of one more city that 
connects to the hub will increase the airline's city-pair network by 21 city-pair 
combinations. The bigger the hub-and-spoke network, the cheaper it becomes to 
add additional city-pairs to it. Besides reducing the average cost of trips on offer to 
multiple destinations, network economies also bring convenience to consumers by 
allowing one-stop travel to a variety of destinations. 

The airline industry may exhibit economies of scope both in terms of cost — where 
the cost of producing a range of products in combination is less than producing any 
subset of them, and of demand — where the demand for a range of products is larger 
than if the products were produced individually. It is through marketing tools that 
airlines secure the demand-side economies of scope. 
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Marketing Advantages 


The economies large airlines manage to accomplish in terms of scope are mainly 
linked to marketing and generally concern network size. Size and scope come 
into play in alliance marketing. With no added investment in terms of the number 
of points they actually serve themselves, airlines manage to REAP economies of 
network size through alliances. Possible sources of these economies are code share 
agreements, a broadening of the marketing presence through joint branding, and 
access to well-distributed frequent flyer programmes. Alliances permit carriers to 
enter new markets - to put their products on many foreign ‘shelves’ - through code 
sharing and joint marketing with their partners in those markets. 

Understandably enough, thanks to their size and geographical spread alliances 
can pull off better deals with advertising companies and reduce their advertising costs 
through joint advertising programmes. But most importantly, because alliances serve 
large and widespread networks, they can more easily afford large scale marketing 
campaigns, which are much more efficient than promotions of individual routes. In 
promoting an aggressive worldwide advertising campaign an alliance has a distinct 
advantage over a stand-alone airline, because the geographical spread of the partner 
airlines makes it feasible to adopt a global approach, keeping in mind the cultural 
specificities of each area. In addition, advertising throughout an entire network gives 
large airlines a strong identity in the public mind. 

Within this framework, individual airlines are guaranteed a global advertising 
campaign and the opportunity to advertise in unison with the alliance to which they 
belong. Their name appears under that of the alliance, even in relation to countries 
and areas they themselves do not serve. The alliance structure enables participating 
carriers to market their services with other alliance members that have strong 
brands and market presence in new or distant markets. For example, through their 
participation in oneworld, the brand names and images of American Airlines and Aer 
Lingus are promoted in Greece, although neither of these airlines operates flights to 
or from this country. In this way they enjoy the benefits of a kind of indirect free 
advertising system, or the utmost possible promotion at the lowest cost, for higher 
revenue. 

Economies of scope confer competitive advantages to the partners in relation 
to passengers and travel agents. As members of an alliance, they offer a more 
comprehensive — indeed, a global — travel product, which enables them to attract 
premium business, business class passengers, corporate accounts and large agency 
business contracts, as well as international leisure passengers. An alliance serving 
the largest network from the travel agent’s home city provides the agent with the 
most opportunities to sell tickets, thereby reinforcing the advantages of size and 
scope. 


Branding 
Airlines tend to wage competition wars in the non-price arena, using advertising 


and increased customer services as their major weapons. Once travellers obtain 
information about service, quality, cost and convenience in one city-pair, they form 
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an impression about that airline’s service in other markets. B ut this method can only 
be partially successful, since so many service elements, such as the quality of in- 
flight service or of ground handling, are subjective. This is where the concept of 
branding comes in. Through product and service improvements, combined with 
targeted promotions, an airline can go from being a common service provider to 
becoming a ‘brand’. The success of Richard Branson’s Virgin Atlantic provides 
ample proof of the importance of branding, especially in an industry where there is 
little or no difference between the various services offered. 

Partners participating in the alliance structure need to promote and project their 
cooperative relationship and its advantages to the public, and in order to do this they 
need an alliance brand. But developing an alliance brand is far more difficult than it 
may seem. Airline brand identities have always been closely associated with national 
cultures and symbols - simple enough concepts to deal with when attempting to fit 
a new carrier with an image that will set it apart from its competitors. By contrast, 
the process of coming up with ideas about what differentiates one alliance from 
another is labyrinthic to say the least. The promotion of the alliance brand should 
involve switching the emphasis from the country of origin — and its associations — to 
the product. Alliance executives must understand the role branding plays in market 
positioning, as well as be able to assess the merits of using it for alliance purposes. 

An airline brand is exemplified not only by service and product standards but 
also by the designs and colours used in the aircraft interior and exterior and on the 
ground, as well as for more mundane items such as crockery, cutlery, ticket covers, 
and so on. The same applies to the alliance brand. The need to promote both the 
airline and the alliance poses a particular branding and image problem, i.e., how to 
create an alliance brand which can be an effective marketing tool, while not diluting 
the strength of any of the member airlines’ brands. The problem becomes especially 
acute when there are many airlines within an alliance, since they are less likely to 
all have the same high service standards and an equally good image. Star Alliance 
faced this problem in 2001, when it had roughly 13 members of differing service 
quality levels. 

The most visible scope benefit for individual carriers arising from branding on 
a global scale is value enhancement in the form of the ‘reputation effect’. In other 
words, alliance membership is frequently seen as a sign of approval, or a quality seal 
(Kleymann and Seristo, 2004). 

An alliance leaves national carriers with their own branding and management, 
while at the same time pursuing promotion of the alliance brand to a limited extent 
only. Each alliance has addressed the branding issue differently. In Star Alliance, the 
alliance brand is much more dominant and at check-in counters across the network it 
is hard to remain unaware of the fact that consumers are flying with a Star Alliance 
airline. By contrast, oneworld has taken a different approach. The alliance is treated 
as a ‘very junior brand’ compared with those of the individual carriers, according to 
an executive within the alliance, who adds that this is largely due to the ‘personality 
of the carriers involved’. 
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Airlines are naturally very protective of their brand. They will not allow it to be ‘polluted’ 
with an alliance brand if they feel that the latter will not deliver. Paul Birch of Ansett 
Airlines (Airline Business, 2001). 


The branding issue also has interesting implications for mergers. Particularly in 
cross-border mergers - especially if the carriers involved are national flag carriers 
- the question of whether or not to keep both brands frequently arises. It is often 
politically unacceptable for governments to relinquish national identity in the brand. 
In the Air France-KLM tie-up the two carriers have put in place a structure that 
is designed to guarantee sales of both brands. More specifically, the KLM brand 
and logo will also be protected for a 5-year transition period. The basic structure 
attempts to preserve the brands and identity of each airline by establishing a French 
holding company, Air France-KLM, which will own 100% of the economic rights 
for both Air France and KLM. This legal scaffolding was inspired by more than 
just a desire to protect KLM ’s traffic rights. According to Air France's CEO, J. C. 
Spinetta, trying to reach a full-blown merger would have been impossible, given the 
European national, emotional and brand issues. 


The only possible scheme is to have the kind of approach adopted by Air France KLM: 
full cooperation but retaining brands and national status, 


he claims, adding that it would have been a ‘big economic mistake’ to do away 
with familiar names: 


To kill a brand like KLM orAir France is absolutely stupid (M oores, 2003). 
KLM’s CEO van Wijk echoed the same idea, stating that: 
KLM will not simply disappear. There is too much invested in the brand (Baker, 2003). 


What happens after the 5-year transition period is a matter of some interest: will 
the merged entity retain both brands? Will Air France absorb KLM 's brand? Or will 
they come up with a completely new brand? 

Regardless of the outcome, the current preservation of the two brands limits the 
extent of brand integration and adds more cost and complexity to the merger process, 
possibly even slowing down the integration of sales and marketing departments and 
the concomitant cost reduction. Inevitably, the duplication of operations persists in a 
number of areas where there would otherwise be scope for significant cost-savings. 
Without the power of a single brand, cross-border mergers depend on seamless 
service delivery to capture the benefits of increased market power. Processes, rules, 
standards and systems must be quickly aligned to create a uniform ‘feel’. 

Alliance members still jealously guard their brand identities and customer 
relationships. Experience has shown, however, that a strong brand is not enough 
to help a carrier survive. While no one can deny that Swissair managed to build a 
world-renowned brand that stood for exemplary reliability and service quality, this 
reputation did not save the carrier from bankruptcy, nor did it prevent its heir, Swiss 
International Air Lines, from being bought out by Lufthansa. This attachment to 
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branding assumes that the passengers exhibit brand loyalty to a particular airline and 
more particularly to their ‘national flag-carrier’. As the phenomenal growth of low- 
cost carriers demonstrates, with the right fares and the right service, it is possible 
to grow in direct competition with long established brands. Despite the emotional 
attachment to flag-carriers, consumers have not hesitated to turn towards buying 
newly developed global brands. 


Reduced Cost to Enter New Markets 


Economies of scope also occur in alliances when it is less expensive to increase 
service on the existing network than it would be for other airlines to initiate new 
service on the same routes. Alliance members can capitalise on economies of 
network size without expanding the number of points they serve themselves. This is 
mostly effected through code sharing. Instead of investing large amounts of money 
in order to enter new markets, an alliance can sign on the airline that dominates a 
specific local market and hub and incorporate it into its network. The alliance can 
then provide efficient connecting service to new origin-destination markets, without 
having to incur capital investment, landing fees, advertising, or price wars (see, for 
example the dominant position of Olympic Airlines in the Greek domestic market). 

In the case of mergers, the combined home market presence is likely to permit 
the opening of new routes that would not have otherwise been profitable, providing 
opportunities for growth which — without the stimulus of integration — would often 
have been overlooked. 


Benefits of Network C onfiguration 


Economies of density arisein network industries when a firm’s average cost decreases 
as more customers use its network. In the airline industry, economies of density are 
achieved when the number of passengers on a particular route increases and the 
average cost per passenger declines on that route. By combining passengers and 
groups of passengers an airline can carry the total more cheaply than if it carried them 
separately. Greater density enables the airline to uselarger, more efficient aircraft with 
lower costs per seat-kilometre (that is, per unit production costs) and/or to operate 
at higher service frequencies and consequently at higher load factor, which leads to 
lower costs per passenger-kilometre. These larger aircraft consume relatively the 
same amount of scarce resources, such as slots and gates and maintenance resources, 
as smaller aircraft. In other words, economies of traffic density enable airlines to 
make more efficient use of maintenance and ground-support personnel, airplanes 
and gate space. 

Economies of traffic density are directly related to economies of scope, and the 
mechanism that enables airlines to access these economies is hubbing: network 
configuration in a hub-and-spoke network pattern. Hubbing, the way the allied or 
merged partners organise their combined networks so as to achieve the maximum 
benefits in terms of traffic, load factor, geographic spread and market share increases 
density by enabling the airline to consolidate traffic from many different origin- 


126 Airline Choices for the Future 


destination markets onto a much smaller number of links in the network. It is also 
directly related to hub dominance, airport slot constraints and fleet rationalisation, 
which in combination with marketing mechanisms - FFPs, travel agent overrides 
and the like - may create barriers to entry for new competitors. 

Alliances enable each airline to extend its marketable network to cities served by 
its partners and in this way attract more traffic, without extra investment. Thus, each 
member’s marginal cost may fall through economies of traffic density. Without traffic 
density, network expansion would involve added expense - more aircraft, more staff 
and more support services. With economies of traffic density, the airline services 
provided on a route show increasing returns of scale, so that cost per passenger 
falls as traffic density in the airline network rises. The growth induced by network 
expansion resembles that stimulated by a decrease in fares. Likewise, combining 
traffic could allow for higher load factors, while additional savings could come from 
efficiencies in airplane deployment, maintenance and ground-support services. 

Economists have examined whether airlines with larger networks or alliances 
achieve greater cost efficiencies than their rivals. In particular, studies have been 
carried out to analyse whether the incremental cost of transporting passengers 
declines with increased passenger volumes (i.e., economies of scale and density), or 
in other words whether traffic density influences airline cost efficiency. The extent to 
which hub-and-spoke networks produce lower costs (i.e., economies of scope) has 
also been examined. In general, the evidence supports the existence of economies 
of scale, scope and density. The studies have indicated that the costs of handling 
additional passengers are lower for an airline operating from its hub than for other 
airlines operating from the same location and serving the same city-pair. In addition, 
the cost of handling additional passengers declines with increased traffic density, 
particularly for flights that are of at least moderate distance. In a study of the impact 
of deregulation of the US airline industry, it was found that between 1977 and 1984 
hub-and-spoke routing grew by 48% and that for every 1% increase in hubbing there 
was a 0.1% fall in airline costs (Renard, 2004). 


Network Rationalisation and Optimisation 


For economies of traffic density to eventuate, partners need to rationalise and 
optimise their network so as to collect the benefits of increased traffic. Network 
coordination provides an efficient and cost effective traffic system capable of 
meeting the requirements of local traffic and providing good transfer possibilities 
for connecting traffic. 

In simplified terms, the alliance network functions as follows: each airline collects 
traffic from its network or from a variety of dispersed ‘thin’ markets served by itself 
or its partners on the same continent - the so-called ‘spokes’ - routes it through 
central hubs and disseminates it through ‘pipeline’ routes to other hubs (from which 
it is dispersed into ‘thin’ markets at the destination end) (Aviation Strategy, 1999). 
The individual markets may themselves be insignificant. The number of passengers 
wishing to travel from Lyon to Boston, for example, may be negligible, but when 
combined with those who want to travel to Chicago, Los Angeles and Toronto, the 
sum total reaches significant levels. The aircraft flying transatlantic to Boston will be 
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carrying passengers who began their journeys in Bologna, Bremen and Birmingham. 
The more spokes there are, the more origin and destination (o/d) markets are served, 
and the greater the number of potential passengers whose travel needs can be served 
by a single alliance from departure to final destination. Data on the Washington- 
Frankfurt route offer additional evidence: only 25% of United's seats are filled with 
o/d passengers travelling between Washington and Frankfurt. More than 46% of 
those seats are filled with passengers from U nited’s network behind the Washington 
gateway. In total, 51% of United’s passengers on its service from Washington 
actually travel to Frankfurt. Meanwhile, over 48% of the passengers on these flights 
are actually headed somewhere beyond Frankfurt. In short, almost as many of 
United’s passengers travel beyond Frankfurt as travel to Frankfurt. Similarly, data 
for Lufthansa shows that only 26% of their Washington-F rankfurt seats are occupied 
by passengers travelling to and from Frankfurt, while 73% are either coming from 
behind Washington markets or travelling beyond Frankfurt. For over half the 
passengers on the plane, Frankfurt and Washington are merely two points on the 
way to the ultimate destination. Or in other words, taken together, almost 70% of 
United and Lufthansa’s Washington-Frankfurt passengers are travelling outside the 
city-pair (OECD, 2000). 

The simple formation of an alliance and the combination of networks does 
not automatically add value to the participating airlines. Potential added value is 
dependent upon the way alliance partnerships are structured and on the partners 
participating. The system created should make it possible to expand service to, and 
collect traffic from, the widest possible range of local markers. Airlines choose their 
partners to achieve three different objectives: major airlines operating trunk routes 
seek alliances with small regional airlines flying short-haul routes; international 
airlines with no cabotage rights seek to be associated with airlines serving large 
domestic networks in foreign countries: and airlines with a large presence in one 
part of the world often wish to team up with others in areas where they are not well 
represented. 

This tendency to choose partners to achieve ‘complementary fit’ is well illustrated 
by UnitedAirlines, which never took BritishA irways into consideration as a possible 
partner because in the early 1990s it had already secured for itself Pan Am’s Latin 
American routes and London routes with Heathrow slots. 

An alliance or merger of two hub-and-spoke networks has three broad effects: 
it will enhance efficiency (by allowing rationalisation of the network structure and 
greater exploitation of the cost-side economies of scope); it will enhance demand 
for the network as a whole (through demand-side economies of scope); and it will 
reduce competition in those markets which were previously served (or could have 
been served) by both the merger partners. 

Mergers typically yield cost efficiencies of two kinds. The first derives from 
network rationalisation, the second from the cost economies of scope that arise at 
a hub. The greatest opportunity for rationalisation is created when the networks 
overlap in the markets they serve. In this case, a merger will allow a strengthening 
of the hub-and-spoke arrangement by means of a re-focusing of the flights on the 
existing hubs, a reduction in the number of non-stop flights and an increase in traffic 
density (and flight frequency on the overlapping spokes). 


128 Airline Choices for the Future 


Mergers also permit cost-efficiencies in serving markets, which previously 
involved a journey originating in one network and terminating in the other, in the 
form of the cost-side economies of scope discussed earlier. In particular, it will 
allow more seamless operations. Finally, an alliance or a merger will have the effect 
of enhancing the demand for the network. This can increase the market power of 
the network, especially at hub airports and when the merger increases the range of 
services available from a hub (OECD, 2000). 

There is much talk about the rationalisation of networks, but it is a difficult feat 
to pull off within the alliance context. Economies of density can be realised if the 
coordination and feed between partners is optimised or if one airline gives up a route 
and leaves its operations to its partner. Clearly, this type of cooperation requires a 
high degree of partner integration, which in turn is costly to establish and maintain. 
In some cases, it could also jeopardise an airline’s stand-alone capability in the 
event of an alliance break-up. For these reasons, it has been vehemently refused 
by partners in most cases. Even in a merger scenario, such optimisation could be a 
politically sensitive issue, as it could signal the demotion of the acquired partner to 
a simple feeder role. 

Another cost advantage associated with hubs is the scale effect in aircraft usage, 
their maintenance and turnaround. For an airline, a hub is an optimal location to 
establish its principal maintenance operations. The density at a hub is higher and 
hence the fixed costs associated with maintenance operations are spread over a larger 
number of aircraft. For example, equipment and buildings, specialised engineers 
and technicians and stocks of spare parts are more efficiently managed if the 
maintenance facilities are located at one airport rather than being duplicated in each 
city. In addition, maintenance infrastructure is more optimally situated at a hub than 
at the end of a spoke. This is because an aircraft is more likely to go through a hub 
than stop at a specific end-of-line destination. A hub location also saves the costs of 
moving the aircraft to the maintenance site. 

More importantly, by coordinating schedules and aircraft, airlines can reduce 
their fleet requirements. An alliance offers more flights without creating the burden 
of having to find new aircraft, since the schedules are shared and divided among the 
participating airlines. An increase in density permits more intensive use of existing 
aircraft and crews, operating more flight hours per day (Renard, 2004). 

An alliance can also reduce overcapacity and increase load factor, as former 
competitors cooperate on routes, trying to push down average yields and 
simultaneously increase the average yield of certain popular routes, meanwhile also 
trying to prevent the entrance of new competitors in the market. 

However, according to some economic research hubbing has actually increased 
operating costs for airlines and alliances. Supporters of this theory claim hubbing 
may self-defeat one of the very purposes for which alliances were formed, i.e., 
economies of scope. 
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The reorientation of traffic flows around a network caused by hubbing can also have a 
negative impact on unit costs, counterbalancing the benefits sought from economies of 
scope (Holloway, 1998). 


The yields of an alliance generally show a tendency to decrease. This may be 
because in order to fully exploit the hubbing opportunity, certain origin-destinations 
that would previously have been served non-stop are carried out through the hubs, 
thus generating more RPK to perform the same journey. 

Although the number of analysts who uphold this line of thinking is limited, the 
concept nonetheless includes elements which deserve due consideration. Airlines 
achieve substantial cost-saving through hub-and-spoke networks, yet the latter do 
also incur some additional costs compared with the alternative point-to-point system. 
Indeed, the hub-and-spoke system results in a concentration of flights in peak hours 
in congested airports. While the concentration of aircraft provides some beneficial 
scale effects in terms of aircraft usage and turnaround in the hub airport, there may 
be some extra costs associated, for example, with the added strain placed on slots, 
ground crews and handling equipment. Furthermore, given that take-off and landing 
costs represent a substantial share of the total cost of a flight, a direct journey is 
obviously preferable to a two-leg flight servicing the same route (Renard, 2004). 

M oreover, the‘ wave’ system that connotes hub development requires - particularly 
for small and medium-sized airlines with fewer banks in their hubbing pattern - that 
arrival and departures be concentrated within certain time frames, and this has the 
effect of reducing scheduling flexibility and possibly lowering productivity. 

Finally, itis network configuration into the hub-and-spoke format that has helped 
shape the current system of competition between large regionally based airline 
networks centred around one or more hubs, with a dominant position to and from 
those hubs. This dominance that has led to the development of ‘fortress hubs’! and 
has given certain airlines an almost insurmountable competitive advantage over any 
prospective rivals. 


Hubbing 


M ergers may bring about radical changes in network configuration. J udging from the 
only concrete example of air transport deregulation available, namely that carried 
out in the US, any consolidation of carriers is likely to lead to the closing down or 
reduction of activity at smaller hubs and the reallocation of flights to the larger hub. 
Fewer, larger hubs will therefore see more of the action. 

Alliances have operated to get the most out of the hubbing system and the resulting 
economies of density, with each partner feeding traffic to the other. A merger will 
probably entail network integration or even rationalisation, which may mean change 
for the overall network structure, with some airports losing connections and others 
gaining them. Although it is much more efficient to close a duplicating hub and 
concentrate resources on the stronger one (Duedden, 2005), it is not certain that 


1 ‘Fortress hub’: where an airline controls more than 60% of the traffic and the absence 
of competition allows the major airlines to charge excessive fares. 
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mergers will reduce the number of hubs. Some aviation experts claim they will lead 
to increased use of the hubs of two merged carriers. But in polycentric regions such 
as Central Europe, other means of transport, especially trains, may replace aircraft, 
demoting the smaller hubs to the role of, at best, regional feeders to the big players 
that control the large hubs. In other words, it remains to be seen whether the merged 
partners will maximise economies of density out of a single hub or instead pursue a 
multi-hub strategy, selling it as a competitive advantage and positive differentiation 
criterion. 

In a 2006 questionnaire (Iatrou, 2006), airline executives rated the reduction of 
traffic in ‘sacrificed’ hubs as the third most negative aspect of mergers. F or oneworld 
partners in particular, alliances outweigh mergers in terms of the positive benefits 
arising from hubbing. This evaluation is relatively predictable, given that oneworld 
alliance controls the busiest and most important gateway to the transatlantic route: 
UK controls 37% of the total US-Europe market (latrou, 2006). oneworld allies also 
consider traffic reduction in some hubs as a threat because they are well aware that 
if they decide to proceed towards mergers, competition authorities will demand they 
give up slots in the hubs they control. 

In two recent merger agreements, the acquired companies were given assurances 
that their airports would retain their status as ‘prime international hubs’, at least in 
the mid-term. In the Lufthansa-Swiss International Air Lines merger, this means that 
Lufthansa will have to manage three separate hubs, Frankfurt, Munich and Zurich, 
with Star Alliance partner Austrian Airlines not far away in Vienna. And the combined 
Air France-KLM group will also have a ‘dual hub strategy’ for at least 8 years. The 
robust intervention of the Swiss and Dutch governments respectively ensured that in 
both cases the airports in question have kept their international connections, as the 
two hubs are crucial to the economies of both countries. In the end it will be industry 
demands and market conditions that determine their future. 

Despite assurances given to Swiss International Air Lines concerning Zurich's 
hub status, reading between the lines of this comment by Star Alliance CEO, Jaan 
Albrecht’s 2003 address can prove quite revealing: 


Big hubs are still the lowest cost way to establish a very large network serving thousands 
of o/d markets. They have a significant cost advantage serving many markets, but they 
do not have a cost advantage in all markets. Carriers serving big hubs, however, require 
specific management attention and need a very large operating scale to cover high airport 
charges and complexity costs (Star Alliance, 2003). 


It therefore remains to be seen whether Ziirich and Amsterdam airports can retain 
an operating scale large enough to keep them in the ‘prime hub’ category. 


Barriers to Entry 


The air transport industry has certain peculiarities that make the entrance of new 
competitors easy and difficult at the same time. On the one hand, barriers to entry 
take the form of substantial capital requirements and the need for technical and 
technological know-how. In addition, the major incumbent airlines have an inherent 
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competitive edge over their competitors in terms of branding, frequency and network 
— all of which are further strengthened by the formation of alliances. The established 
airlines can use the latest technology available and offer enhanced service at a lower 
cost, due to economies of scale. On the other hand, the homogeneous nature of the 
airline product makes the emergence of entirely new airlines or the incursion of 
new airlines on existing routes relatively easy. It is very difficult to find qualitative 
differences, especially on the shorter haul flights, between new entrants and long- 
established airlines. From the passenger’s point of view one aircraft is much the 
same as another, which places legacy airlines in something of a predicament, as any 
attempt to differentiate their services, for example by spending more on in-flight 
catering, ground services or advertising, immediately implies a rise in the cost base. 
And under current economical conditions this seems unfeasible. 

The combination of economies of scale, scope and density provides allied partners 
with dominance at their hubs and on spoke routes from their hubs. The provision of 
air services necessitates a host of other complementary services, including planes, 
travel agent services, CRSs and airport services. Airport services include take-off 
and landing slots, air traffic control services, gates, passenger handling facilities, 
baggage handling facilities, refuelling, maintenance, cleaning and catering services 
and so on. These complementary services can be considered as vertically related 
inputs or stages of production. A merger or alliance between two airlines which 
collectively dominate all vertically related services could open the way for abuse of 
this dominant position to restrict competition in the air services market. Alliances 
and economies of traffic density are a way for established airlines to increase market 
share and strengthen the partners’ foothold in a particular market, as well as to 
pre-empt competition by improved scheduling, increasing control over hubs and 
cementing customer loyalty. 


Scheduling Schedules and frequencies are the primary products of an airline and 
the leading factor in a passenger’s choice of a particular airline. Since scheduling 
convenience is the most important differentiating characteristic of the airline product, 
all airlines strive for higher scheduled frequency on every important route. Alliances 
are the perfect means by which to achieve this increased frequency. Frequent service 
on a particular route helps improve the image of the airline in the eyes of passengers. 
By creating an extensive network through an alliance, the established airline is more 
likely to attract passengers. The larger networks of the major airlines allows them to 
increase service at a lower additional cost. 

For hubbing to be exploited to the full and to attract and secure customers 
there must be a hub capable of serving a large number of passengers efficiently, 
which requires slot availability and smooth coordination of scheduling and ground 
services. The following example illustrates the benefits of schedule coordination 
achieved through alliances. At the time of Sabena and Delta’s alliance, which led to 
the formation of a hub-to-hub connection between Brussels and Cincinnati, Delta’s 
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second hub, passengers arriving in Brussels or Cincinnati had 50 possible connections 
at their disposal in the hour and a half after landing, while those landing in Cincinnati 
could choose from 64 connections. Coordination of the flights, gates, arrival and 
departure times necessary to provide an efficient hub-and-spoke service may require 
relationship-specific investment. Arriving flights must be timed to coordinate with 
out-going flights. Incoming flights must arrive at gates placed in close proximity 
to those for departing flights. Baggage from the incoming flight must be efficiently 
forwarded to the out-going flight. Without these smooth transitions, travellers would 
quite understandably fail to see the advantages of an alliance-coordinated flight, 
preferring instead the reduced complexity of a single airline journey. 


Control of Hubs Airlines and airports are directly interrelated. Airlines’ hubs are 
located in airports and it is here that airlines set up their bases and headquarters. 
Traffic is boosted and interconnected at hubs, through which passengers are fed 
to the hubs of other airlines or to spokes, and this whole webbing system means 
more destinations and more flights. Hubs and the network they support may become 
strategic resources which, if worked efficiently, can be turned into sources of 
sustainable competitive advantage (Holloway, 1998). The shortage of running slots 
in increasingly congested airports will enforce the competitive strength of airline 
alliances (Doganis, 2001). Hub airlines are often dominant in their hub cities, partly 
because airport capacity constraints seriously inhibit competition from new entrants. 
Hardly any new slots are now available at congested airports and incumbent airlines 
are willing to go to any lengths to keep the slots they already have under the system 
of ‘grandfather rights’ .? 

Schedule rationalisation means that alliances allocate flights in a more rational 
way so as to minimise overlap and congestion at hubs. Once united under the same 
alliance, two airlines which previously operated flights to the same destination 
according to purposely clashing, competing schedules will operate only one flight to 
this destination at a particular time and move the other flight to an earlier or later slot 
in the day, thereby relieving airport congestion and attracting customer preference 
through a more even spread. 

At the same time, ‘the creation of alliances has significantly increased the base 
airline’s domination of slots’ (Doganis, 2001). Slots are directly related to the value 
of an airline, so carriers can secure and strengthen their position in the market by 
concluding code share agreements with other airlines. The scheduling of regularly 
spaced hub-to-hub flights and multiple connections increases the allies’ chances of 
controlling a specific hub and thereby squeezing old competitors out or deterring 
new ones from entering and competing on the thicker, more lucrative routes. The 
more slots controlled, the easier it is for merger or alliance partners to schedule 
flights and increase frequencies for the sole purpose of obstructing competition in 
the market. 


2 ‘Grandfather rights’ are the convention by which airlines retain the right to use 
particular take-off and landing slot times at an airport because they have done so previously 
and continuously. 
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At major hub airports, the base airline together with its alliance partners and 
franchisees may effectively control 60-70% of the total availability of slots. At 
Amsterdam-Schiphol, for instance, KLM and its partners held over 70% of the 
scheduled slots (Doganis, 2001). This degree of control makes it much more difficult 
for another airline and/or alliance to gain entry (Doganis, 2001). Dominance at 
multiple hubs constitutes a competitive advantage for an alliance and its participating 
airlines, resulting in increased revenue. 

As airlines have moved from a linear route structure to a hub-and-spoke method 
of delivery, many airports have become dominated by a single carrier. In nine of the 
top 25 airports, the dominant carrier is responsible for over 50% of the emplacements 
at the airport. 


The hub-and-spoke networks have evolved to the point where one airline will generally 
fly to another airline’s hub only from its own hub. United, for instance, offers non- 
stop service to Atlanta - Delta’s major hub - only from Denver, Chicago-O'Hare and 
Washington-Dulles - three of United’s four largest hubs .... The markets for travel to and 
from hub airports tend to be more concentrated than at non-hub airports (OECD, 2000). 


Customer Loyalty A stronger presence in a given city and a wider alliance network 
boost customer loyalty through FFP strategy. FFPs in combination with frequencies, 
connections and scheduling — that is, the competitive advantages which give 
alliances their lead - increase market share, create strategic advantage and reduce the 
potential for competition. The more extensive the network to which the FFP applies, 
the greater the advantage large airlines which are members of a global alliance will 
have over smaller, non-alliance airlines in the competition for high yield business 
travellers. Through coordinated FFPs these passengers are given a rewards incentive 
to concentrate their flying on airlines within a particular alliance. The more global 
the network of the alliance becomes and the more frequent its services, the less need 
there will be for passengers to resort to non-Alliance Airlines. 

FFPs thus erect entry barriers on the demand side of the market by creating 
artificial links between different aspects such as frequency and coverage. In so doing 
they deter entry by creating a need for airlines to establish from the outset a network 
of a certain size. The only real way of offsetting the disadvantage of a small network 
is for an airline to link its FFP with that of another airline. Indeed, this is what many 
airlines with limited networks have done. bmi British Midland, for example, has 
entered into reciprocal FFP arrangements with Air Canada, SAS and United Airlines, 
while Austrian Airlines had similar pacts with Delta Air Lines and Swissair. 

As in other industries, the presence of demand side economies of scope requires 
that the decision to switch between suppliers bring with it a cost of some sort. Such 
costs are effectively a way to make customers think twice before they transfer to 
another source. Aside from FFPs, airlines attempt to raise the cost of switching 
between companies through two other means, which are collectively called ‘loyalty 
programmes’: 


e through travel agent incentive schemes (such as the so-called travel agent 
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commission override or ‘TACO’ programmes) which reward travel agents for 
directing the bulk of their travel towards a specific airline; and 

e by negotiating special arrangements with large corporate customers and 
providing incentives for taking all (or nearly all) travel with a single airline. 


As a result of all these marketing practices, the incumbent's network will be more 
attractive than that of a small new entrant’s. The incumbent may seek to plump out 
these attractions still further by offering, for example, additional frequent flyer points 
or greater discounts for travel agents. This overall competitive advantage places the 
incumbent in a position to drive an equally efficient new entrant out of the market, 
rather than incur losses itself. 


Learning 


Apart from the tangible benefits of revenue enhancement and cost reduction, 
alliances bring about other equally important but less quantifiable benefits, in the 
form of learning and specialisation. Alliances promote learning on two levels: by 
developing technical and operational skills and best practices (for example superior 
training methods), and by building up alliance management skills such as ‘alliance- 
capability’ (K leymann and Seristo, 2004). 

As the production of airline services is a highly standardised procedure that does 
not entail any proprietary technological know-how, the sensitive, critical knowledge 
of every airline as well as its core skills and assets are related to the understanding of 
the behaviour, preferences and priorities of its customers. 

Alliances can take advantage of the expertise of each airline in its respective 
market, to meet customer requirements in terms of schedule, comfort and service. 
Each partner’s inside knowledge helps the alliance to make the best choices and 
the best predictions for the future. Thus, both the alliance and the partners can meet 
customer needs in different markets. 

In an alliance, each airline can focus specifically on the particular segment, 
whether technical or operational, in which it has a competitive advantage. This 
allows better organisation and avoidance of confusing multi-product and multi-layer 
management tasks. Within a similar framework of specialisation one airline can, for 
example, either carry out the maintenance of its aircraft at its own hub, or resort to 
the greater expertise of an ally at another hub. It might then itself specialise in the 
maintenance of a different type of aircraft used by other members of the alliance. 

By means of alliances airlines can create large databases through which to learn 
and share knowledge about different subjects, such as IT, technology, organisation, 
activity and demographic information, etc., that will help them draw more well- 
founded conclusions and gain knowledge, at no additional layout. With this larger 
store of information ‘an alliance has the possibility to determine more accurately 
the competitive environment, the quantity, quality and price of the air transport 
product produced and the price that meets the current demands of the passengers, 
benchmarking against partners, reducing market uncertainty’ (Doz and Hamel, 1998). 
This helps create an incentive for the airlines to improve themselves. M arketing is 
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fine-tuned and the decision-making process becomes better calibrated to customer 
needs, with less room for error since the sample base from which information is 
drawn is so large. 

An alliance opens up opportunities to create bridges between airlines at different 
levels: on an operational level where there is detailed knowledge of the alliance tasks 
at hand and where specialists can communicate with one another; on a strategic level, 
helping executives to understand and share the value creation logic of the alliance, 
put valuation conflicts and operational problems into a broader strategic context and 
establish a mood of cooperation at lower levels; and, finally, at middle-management 
level to bring operating personnel together on operational and strategic issues (Doz 
and Hamel, 1998). Since there are very few industry examples from which to draw 
best practices, alliance management provides a unique opportunity for an airline to 
develop its executive talent. Rotating or swapping personnel, as well as management 
exchanges all provide exposure to best practice in different countries and experience 
in the building-up of trust and communication channels. 

Commontraining programmes and unobstructed communication can support inter- 
organisational learning between partner companies, increase mutual understanding 
(and therefore trust) and may even lead to innovation that will make the difference 
between successful alliances. Communication and trust can help alliances create a 
global mindset and networking capabilities across borders, raising value by building 
intellectual capital that is hard for others to imitate. It is the foundation upon which 
the fusion of the partners’ different corporate cultures will rest. A solid base provides 
the necessary support platform from which alliance members can pull together and 
perhaps move towards deeper integration. 

A closer relationship can lead to less problematic cooperation in areas such as 
sales, the development of an IT infrastructure, or the adaptation of service schemes, 
and this in turn can result in the lowering of transactional costs. The experience of 
having built up relational capital (K leymann and Seristo, 2004) is atype of knowledge 
that can be used in other, future relationships and is an important ingredient in 
alliance capability. Similarly, in a merger a large portion of the benefits will be 
accrued from the transfer of best practices, valued staff and proprietary processes 
from the acquired company. 


Negative Effects 


Experience so far has shown that cooperation between competing airlines is more 
difficult than was originally envisaged. Alliances are difficult partnerships to cement 
and to implement and they come at a cost that may prove too high to pay. They are 
promoted as ‘mutually beneficial cooperations’, but these benefits are at best limited 
and most of the time are far from tangible and measurable. Airlines adopt a cautious 
stance towards global alliances because they fear they may not always represent a 
‘win-win’ situation. 

This difficulty is due to the inherent nature of alliances: they are complex, 
heterachical and dynamic networks (Vaara et al., 2002); they are highly asymmetric 
- that is, in the quest for truly international network coverage they clump together 
a large number of airlines of different sizes and market power - and consist of 
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multilateral links of different strengths between autonomous partners. Interdependent 
needs bring partners together but power imbalances divide them and these power 
and knowledge imbalances tend to linger. 

Another insidious factor is the precarious environment both within and outside 
the alliance. Alliances are highly volatile constructs. They portray an ideal of long- 
term cooperation and developing networks, yet are easily broken and the partners 
reshuffled. This turbulence has fostered a measure of cautiousness in airlines. And 
as far as the outer environment is concerned, variables such as industry regulation, 
economic cycles, prices for fuel and aircraft, the emergence of new economic 
opportunities and the competition from low-cost carriers all contribute to a perpetual 
state of flux. 

This asymmetry and instability may have a tangible impact in terms of increased 
financial expense, or reflect on a non-tangible cost such as the loss of control. The 
conflicting priorities which then arise will be shown in more detail below. They 
affect mostly medium and small-sized airlines, but there are some - brand dilution, 
increased cost, conflicting aspirations - that may hit larger airlines hard, too. 


Loss of Independence and Identity 


When an airline joins an alliance its organisation needs to be adjusted to that of the 
alliance. Its management system, the way it functions and its IT must be harmonised 
in order to participate. Standards all partners must adhere to cover a range of simple 
items such as dress-code, presentation formats, office layouts, meeting times, etc., 
as well as more sensitive issues such as software, chain of command, hierarchy 
structure, seniority and the data and analyses used to make decisions. The changes 
imply compromises which sometimes go against the strategy the single airlines 
were following as independent entities. Barriers to such implementation of common 
standards include each alliance member's instinctive tendency to protect its core 
products and value proposition (reliability, punctuality, safety, customer service). 

Smaller airlines are often deterred from proceeding to deeper integration by 
the fear of being swallowed up by the mega-carriers, a fear which can often have 
nationalistic overtones. M any attribute this reluctance to ‘outdated’ political and 
emotional attachments to the idea of the ‘national flag’ carrier. They further maintain 
that airlines resist integration because it is the independence of the national symbol 
which appears threatened. It is certainly true that it is often politically unacceptable 
to relinquish control of the national airline to an outside entity. As mentioned in 
the introduction, most airlines have long been strongly associated with the natural 
heritage of their countries and are thought to offer a ‘public service’. 

But this is only part of the picture. Small and medium-sized airlines fear that 
once they have conformed to alliance standards, a subsequent failure, loosening or 
transformation of the alliance could leave them in a weakened position. Alliance 
membership could reduce smaller airlines to feeder status and gradually jeopardise 
their stand-alone capability. 

The very idea of ‘network optimisation’, cited as one of the major pluses of 
joining an alliance, can turn out to be a double-edged sword. What benefits the 
alliance as a whole may not benefit each separate member. W hen markets are carved 
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up and distributed amongst members, for instance, one alliance partner may find 
itself having to relinquish its presence in a particular market for the sake of a fellow 
partner. Second tier carriers can be particularly vulnerable in this sense if network 
optimisation concentrates activity into the dominant hubs and reduces other partners 
to more of a feed role. The overall alliance may gain if a member airline operating 
an intra-regional, minor market sacrifices some of its higher yielding, point-to-point 
traffic and dedicates itself to supplying lower yielding feed traffic for long-haul 
services, but this could be interpreted by the smaller partners as a power shift in 
favour of a larger carrier and eventually cause strife within the group. 

The same mechanism applies if a medium-sized airline operating both inter- 
regional and intra-regional services teams up with another airline in the same region 
with a substantially larger operation from a dominant mainland hub and gateway. 
Competition and business logic put pressure on the medium-sized airline to feed the 
long-haul services from the main hub and thereby achieve higher load factors for the 
alliance as a whole. As a result, the long-haul services of the medium-sized airline 
can fall below critical mass and the power shift towards the major partner (Howarth 
and Kirsebom, 2000). If the alliance then weakens or dissolves, the medium-sized 
airline finds itself footing the bill for the cost and effort required to re-establish itself 
in that market. 

On the other hand, if such optimisation is not carried out within an alliance, 
there will be significant overlap in the partners’ networks. The more the partners, 
the greater the overlap. Sooner or later such duplication is bound to lead to internal 
conflict. 

One issue closely associated with the loss of independence is that of brand 
dilution. Brand dilution concerns large and small airlines alike. Airlines risk being 
as strong as the weakest link in their alliance chain, because a customer's poor 
experience in terms of service or safety with one alliance member will reflect on 
the brand reputation of the others (Aviation Strategy, 1999). Furthermore, alliances 
quite often fail to project a clear and homogeneous image to passengers, owing to the 
different performance standards amongst allies (for example in punctuality). Some 
partners resent this dependence on the performance of others. And by cooperating 
with lower quality airlines, high quality carriers leave the passenger uncertain about 
the service level he or she can expect when buying a ticket. 

Another of the most tangible benefits of alliance membership, the power of 
cross-marketing, could also eventually lead to individual brand dilution or taint the 
distinctive personality each airlines possesses. Airlines typically have strong cultures 
and identities. Currently, all airlines still invest in their own airline brand more than 
in the alliance brand and fear that homogenisation will weaken their individual 
standing. But within the separate frameworks of the SkyTeam, oneworld and Star 
Alliance coalitions, the alliance umbrella-brands might theoretically in future be 
promoted at the expense of the national identities. In the case of alliance dissolution, 
airlines would then find themselves ‘crippled’ (Vaara er al., 2002) and obliged to 
rebuild their brands from scratch. 

For high quality service providers (for example, Emirates and Virgin Atlantic), 
integrating too closely within an alliance for the sake of seamlessness poses even 
more problems: such carriers might find themselves having to accommodate their 
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strongly defined marketing images to a blander common standard. It appears that 
airlines which occupy a functional niche, whether geographic or service-related, 
are those which are most likely to lose or seriously compromise their competitive 
advantage when entering an alliance at high integration levels. 

To better understand why airlines resist deeper integration, the following should 
also be mentioned. Each airline brings to the alliance its resources: route-system 
related resources - for example traffic rights, airport slots and hub location; technical 
resources incorporating the airline’s operating infrastructure, including its fleet, IT 
systems, know-how, installations at hubs and outstations; and non-tangible resources 
including the customer basis (for example FFP top tier members, or exclusive 
contracting with certain corporate accounts), the airline’s overall reputation and 
its brand (Kleymann, 2003). These resources make an airline an attractive partner 
and help an alliance to function. But even once they belong to an alliance, certain 
airlines may wish to remain attractive for potential association with others. Given the 
internal and external volatility and insecurity described above, it is not hard to see 
why. They opt for looser coupling which permits an airline to remain independent 
enough to be able to seek a more optimal arrangement should the opportunity (or 
need) arise to switch partners. This explains the relatively low-committal status of 
current multilateral alliances which, while catering for these carriers’ insecurity, 
have nonetheless also gradually provided a more stable ground for cooperation and 
endurance. 

Airlines want to maintain their adaptability, their freedom to respond as markets 
evolve and conditions change. Participation in one alliance may be profitable under 
the current market conditions and regulatory circumstances but may not be under 
different circumstances. Even if mergers and consolidations become inevitable, 
these could in theory still take place outside and not inside the existing alliance 
groupings. 

Another issue which should be stressed in relation to independence and control is 
that of exclusivity. As yet implemented only to a certain degree in Star Alliance and 
SkyTeam, its broader application will have serious effects on the manoeuvrability 
alliance partners enjoy. In tightly integrated alliances, members will not be free 
to design their own alliancing strategy outside the alliance group, even if such 
cooperation might serve their own individual interests. Instead, alliance partners will 
be bound to cooperate ‘exclusively’ with partners from their own airline alliance 
group, with very strict limitations on the nature and extent of cooperation with 
outside airlines (Kleymann, 2003). 

Thus, even as they recognise the need to join an alliance as a precondition to 
keeping their heads above water, small and medium-sized airlines try to strike the 
right balance between autonomy and survival. And though airlines may justify their 
choice of a particular alliance with a market driven rationale of enlarged network and 
cost-savings, citing also the advantages of being linked up to a prestigious carrier, in 
reality their choice may depend on the ability to resist the dominance of larger alliance 
partners, who for all their excellence and financial status may also be overwhelming. 
There are instances of airlines that have opted for a less tightly integrated alliance 
where dissent and nonconformity - or relatively autonomous decision-making - is 
allowed for even small partners. Others have chosen an alliance where the bouts 
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of dissent between the two strongest partners allow the smaller airlines to be more 
influential. What may be seen as a weakness from the point of view of the alliance is 
thus an advantage for the small airlines (Vaara et al., 2002). 

The first airline to realise the danger of the ‘gravity pull’ of the larger airlines was 
Swissair. Swissair was unwilling to play second fiddle in a cooperative agreement 
with giants which would transform Ziirich from a major hub in its own right into 
an airport feeding Frankfurt and/or London. It believed that it could only survive 
and flourish in association with ‘peers’, that is with other like-minded and similarly 
positioned airlines. It strove to lead an alliance linking small and medium-sized 
airlines, hoping to build up the muscle required to stand up to the big boys (Swissair, 
2000). Unfortunately, no matter how commendable this plan was in theory, the way 
it was pursued led to Swissair’s own demise. 

According to some airline experts, companies which obstinately uphold their 
independence allow this to stand in the way of essential restructuring. M ost flag 
airlines have the choice either to stay independent as niche players or give in to 
gravity and be absorbed. These experts argue that by refusing tighter integration 
they are simply deferring the inevitable. But airlines need to be assured of the extent 
and sustainability of cost synergies before sacrificing their independence, unless of 
course their financial situation is so permanently and irrevocably compromised that 
any strategic indecision about giving up that independence would be suicidal. 


Conflicting Agreements 


The cost benefits partners may enjoy as a result of combined bargaining power in 
purchases from key suppliers have been outlined in previous paragraphs. Within an 
alliance, optimal integration would require the establishment of one supplier for all 
the alliance members. But many airlines have long-standing agreements with their 
own suppliers which they are not willing to give up, and this not only in light of 
monetary considerations (for example penalty clauses for contract rescission, which 
place extra financial strain on the airline and might not be easily offset and amortised 
by the cost reductions the new supplier would offer), but also because it forces them 
to adapt to a new supplier, which requires money, time, the building up of new 
relations and familiarisation with different systems and magnitudes. Once ties with 
a particular supplier are severed, it will be more difficult to re-establish them should 
the need arise, and may not even be possible on such favourable terms. 

It would, for example, be very difficult to convinceA merican Airlines to give up 
Sabre CRS. Even though Sabre detached itself from American in 1996, it is still a 
unit of AMR, American’s parent company, and it has a 10-year outsourcing contract 
with American Airlines. 

Furthermore, the choice of a supplier will probably be decided by the larger, and 
by definition most influential, airline, and then imposed upon the other partners, with 
all the problems this may entail. Thus, the reluctance to change suppliers may be an 
expression of each airline’s desire to remain independent rather than commit to the 
exclusive bonds of one particular alliance, and a way to avoid being pushed into a 
tight corner. 
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Increased Cost 


Alliance participation comes at a financial cost. The cost reduction benefits the 
alliance promises can be all but cancelled out in the early years by project costs. 
Apart from the alliance subscription fee that an airline pays to join and stay in the 
alliance, there are some one-off, short-term operational costs and alliance-specific 
investments involved, including the harmonisation of baggage-handling standards, 
the moving of airport facilities, the creation of CRS linkages, fuselage repainting, 
joint brand marketing, station operations and FFPs. In addition, airplane interiors 
may require modifications to satisfy membership obligations. Concrete expenses of 
this kind may be difficult for financially hard-pressed airlines to meet. 

These sunk costs serve a double purpose: they constitute alliance-specific 
investments without which efficient alliance operations would not be possible and 
at the same time they serve as a commitment in the relationship, deterring partners 
from opportunistic behaviour or defection. They act as an incentive to cooperate 
and bring greater stability. Having incurred the sunk costs, partners will seek to 
‘amortise’ their investment by relying on the alliance as a future vehicle of survival 
and success. T his dependence makes backing out of an alliance more difficult. 

Management overheads for alliance-related business also place extra demands 
on the resources of the member carriers. Smaller airlines are often caught between 
the desire to ensure they have sufficient representation at meetings to guarantee 
themselves a say in the decision-making process, and the frustration at their ultimately 
marginal contribution at such meetings. Alliance-level coordination mechanisms and 
meetings are sometimes perceived as tedious and inefficient (and therefore a waste 
of time and money), and this can be an additional cause for internal conflict. 

Harmonisation costs, too, and the analysis of airline cost structures are complicated 
in alliances by the fact that ‘most airlines produce several types of output which 
might include numerous scheduled passenger products, cargo products, tour and 
charter products, and possibly also support services in engineering and maintenance, 
ground handling, catering or consultancy’ (Holloway, 1998). The need to harmonise 
the partners’ output to create a homogeneous product involves extra costs and 
difficulties, as the airlines come from different regions of the world where working 
conditions, cultures, expectations, measurement systems and logistics systems differ 
greatly. 

Labour cost increases can also eventuate. Alliances, especially bilateral ones, and 
mergers in particular bring together airlines with different wage levels and varying 
work practices which may eventually lead to an increase in costs (Doganis, 2002). 
Acommon labour force and consequently uniform salaries can imply extra costs for 
airlines, as employees and their unions seek to ensure that the wages paid throughout 
the alliance match those paid by the airline with the highest remuneration levels and 
that the least onerous work practises are also adopted. Lufthansa pilots, for example, 
sought such parity with alliance colleagues employed by US carrier United Airlines 
(The Economist, 2001). Cross border trade union activity and solidarity will intensify 
and the unions’ goal will be to conduct alliance-based labour negotiations in order to 
harmonise wages and compensation across global alliances. 
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M ergers, on the other hand, with their more integrated decision-making structure 
and longer-term, no-going-back form of commitment, as well as their relatively 
higher initial transaction costs, tend to provide a safer platform for confrontational 
dialogues with the respective unions. Negotiations are likely to be harsher in the pre- 
deal phase than in the case of alliances, but once agreement is reached it will be less 
volatile and less prone to unforeseen setbacks. 


Conflicting Expectations and Coordination Problems 


An inherent feature of alliances is their great diversity in terms of resources and 
policy goals. It is not common purpose that brings the allies together, but their 
interdependent needs (Kleymann, 2003). They join alliances for different reasons. 
Some are looking for suitable partners to expand their networks, others seek 
membership as a shelter to avoid open competition. Others join in the hope of an 
instant revenue ‘fix’, a palliative measure to avoid dealing with the fundamental 
problems of their own airlines, which could be high costs. T his means partners risk 
being exposed to the problems of other alliance members, from union unrest to safety 
concerns and financial crises. And as much as airlines win stockholder admiration 
for being associated with a prestigious and financially healthy airline, stock prices 
go down when an ally runs into trouble. 

Different airlines view alliance participation in different ways. For some, it is a 
strategic way to achieve certain aims (more passengers, reduction of competition, 
establishment in a market, etc.) while for others it is a necessary evil which will help 
staunch the loss of market share, and for still others simply a minor part of overall 
strategy (for example to be applied only on certain routes). In other words, alliances 
can be viewed as anything from asimple marketing tool to a means for true strategic, 
long-term cooperation. There may even be airlines that aim at obtaining part or the 
entire share of other member airlines’ traffic, thus seeking their own benefit to the 
detriment of common profit. Self-interest is, after all, one the motivations driving 
airlines to join alliances. 

Larger airlines have sought market power, larger network coverage, higher 
frequencies and market dominance through alliance membership, especially at 
their hubs. M edium-sized airlines tend to join alliances to secure market coverage 
and traffic feed. For small carriers, the primary aims behind their decision to enter 
an alliance are survival, shelter from the volatile external environment, long-term 
stability and preservation of their identity. 

Out of this incongruity of expectations and aspirations comes another thorny 
issue, namely the difficulty of coordinating methods and activities. Differences in 
the corporate cultures and personalities of the airlines rise to the surface, just as 
conflicting priorities, culture clashes and vaguely stated alliance objectives also 
eventually emerge. Ultimately, each airline continues to work towards its own 
sales target, and finding a path through the maze of competing interests requires 
surefootedness and level heads. Too much integration can lead to internal power 
struggles and divorce, too little produces no synergy. With thousands of employees, 
diverse management strata, competing agendas and different cultures and time zones, 
consensus building is often not only demanding but also time-consuming. 
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FFPs are a good example of potential sources of conflict. Individual airline 
programmes are often intrinsically different, with each carrier nurturing its own, 
often cost- or competition-orientated policies in this respect. FFPs tend to be more 
generous in North America than in Europe and Asia, making it complicated to 
accommodate all carriers’ requirements and blend them into a ‘one-size-fits-all’ 
model. 

Comments from airline executives themselves indicate clearly the management 
difficulties alliances provoke. M ajor airlines can getfrustrated atthe‘ disproportionate 
amount of voice’ the small airlines enjoy (Airline Business, 2001). Particularly where 
alliances involve one or two ‘anchor’ airlines - such as United Airlines, L ufthansa or 
American Airlines - and many smaller airlines that fill in the strategic geographies 
around the globe, the larger airlines can reach the conclusion that ‘sharing decisions 
with other parties may be too great a concession to make’ (latrou, 2004). Small 
airlines, meanwhile, can feel ‘overwhelmed by the large airlines’, which are often 
eager to ‘give them more than they actually need or can deal with’ (latrou, 2004). 
And in the words of Chris Tarry, the minor carriers resist alliance integration because 
they fear that if they become ‘too dependent they are actually acquired’. 


Are) oint Steering Bodies the Thread out of the Alliance M aze? 


Airline alliances have chosen different ways to deal with the challenge of 
coordinating and organising their complex multi-member groupings. Star Alliance 
and oneworld have set up stand-alone management committees in Frankfurt and 
Vancouver, respectively. Interestingly enough, oneworld has selected a neutral seat 
for its steering body, while Star Alliance’s management unit is based in the hub of 
its ‘powerhouse’ carrier, Lufthansa. oneworld claims that it focuses on ‘relationship 
management’ and that: 


Vancouver was selected as a team base because it is possible to do business with all 
oneworld members during the same working day, because it is independent as far as 
oneworld carriers are concerned, because it is a handy crossover point between Asia, 
North America and Europe and because it is a highly cost effective city in which to operate 
(oneworld, 2006). 


while Star Alliance claims that committing people from member airlines to a 
separate Star Alliance coordination body ensures no hiatus develops between the 
strategic decisions of the alliance and those of the airlines. The alliance’s role is 
to facilitate rather than dictate a ‘single policy applied to all members’ (Airline 
Business, 2002). 

For its part, SkyTeam insists that despite the growing number of its members it 
has no intention of setting up a centralised management committee, claiming that: 


Such a group of managers would be disconnected from the front line (Field, 2005). 


There are analysts who have likened airline alliances to the European Union 
(Airline Business, 2001), pointing to the parallels in the number of participants and 
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their diverse sizes, the power imbalances, the different cultures, languages and time 
zones. Such a comparison does not bode well for the future evolution of airline 
alliances, since the EU has failed on several occasions to move beyond economic 
cooperation to a truly strategic and political level. However, it is a valid comparison 
on at least three levels: 


e Airline alliances, like the EU, face the danger of being bogged down in 
centralised bureaucracies alienated from the everyday needs and operations 
of their individual members 

e The members of both airline alliances and the EU perform, develop and 
integrate at different speeds 

e Both entities face the dilemma of whether it is better to have a loose federalist 
approach or a strong centralist approach. 


With regard to the threat of bureaucratic quicksand, it has already been 
mentioned that SkyTeam defends the need for ‘embedded’ management, rather 
than via a centralised, detached team. Star Alliance has the largest (70-strong) and 
most company-like organisation, which is also the most democratic owing to its 
‘one player one vote’ policy, regardless of carrier size. Some years ago, there were 
complaints that: 


Star Alliance has no fewer than 24 committees to sort out such matters as ‘network 
connectivity’, purchasing and customer relations. Chairmanships have been spread around 
to keep everyone happy. For those involved it makes even Airbus Industrie seem a model 
of industrial efficiency (The Economist, 1998). 


All three alliances have adopted the concept of a second membership tier, though 
the way they implement it may differ. This reflects the realisation that although 
global coverage demands cooperative agreements with carriers from all over the 
world, it makes sense to adapt the level of cooperation to the differing nature and 
size of certain regionally focused airlines. Of course, even among full members with 
equal rights, a small number of core partners are bound to cooperate more closely 
with one another (regulations permitting), with some even making the transition to 
cross-border mergers. Second tier status generally has more to do with governance 
rights — that is the way these carriers can participate in the life of the alliance — than 
with the actual intensity of their commitment. 

Typically, these second tier regional carriers are affiliated feeders that collaborate 
more closely with one or some of the full members than with others. Such ‘route 
contributors’ do not have the same power or influence as other full partners within 
the alliance, but they do receive density and scope benefits (K leymann, 2003), and 
the largest among them may become candidates for full membership in a distant 
future. Some of these contributors may be long-haul operators seeking connections 
between their remotely-located home hub and a small number of points on other 
continents, or they may be small regional operators contracted by one of the allied 
carriers to serve a Specific route (K leymann, 2003). These airlines, termed ‘affiliates’ 
in oneworld, ‘associates’ in SkyTeam and ‘regional members’ in Star Alliance, pay 
an annual contribution to the alliance for their membership. 
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SkyTeam’s associate program caters for those airlines which do not have large 
enough networks to become full members, are not interested in being integral players 
in the governance mechanism but can meet the alliance’s stringent operational and 
service criteria. In Star Alliance, as in SkyTeam, regional members must have a 
sponsor to liaise for them in their dealings with the alliance, to facilitate integration 
and represent them at boardroom level. 

With regard to the similarities between airline alliances and the EU, it has become 
clear to alliance members that the more authority they are willing to cede to a joint 
steering body, the easier it will be to integrate and implement projects. In this respect 
oneworld, which lacks antitrust immunity, has no choice but to adopt a federalist 
approach, which is in any case probably better suited to its predominantly Anglo- 
Saxon operative slant. 

Star Alliance has adapted its cumbersome governance of various committees to 
allow for more flexibility in launching projects. The alliance members leave operational 
decisions to specialists from two or three member carriers and accept what they come 
up with. These sub-groups work on projects such as technical standardisation of aircraft 
electronics, future aircraft, new IT platforms or better fuel management. A handful of 
members sign for a project and leave others to follow in their own time, but only if they 
so desire. One such sub-group led by Air Canada, Austrian Airlines, Lufthansa and 
SAS, for example, launched a joint campaign inviting four aircraft manufacturers and 
three engine suppliers to come up with design proposals for a regional aircraft in the 
70-110 seat segment (Star Alliance, 2003). Star Alliance has opted for this structure 
not only to facilitate and speed up standardisation and efficiency amongst its members, 
but also to meet the demands of its smaller partners. Too many alliance committees 
and meetings drain the resources of the small carriers, who struggle to ensure they are 
adequately represented all the time. 

In oneworld, the least integrated of the three alliances, despite the presence of a 
management committee, partner airlines are more or less accustomed to independent 
decision-making. Or as Fernando Conte, ex-chairman of the alliance’s governing 
board, has commented: 


The oneworld spirit is to be a little bit less dependent between each other than other 
alliances (Airline Business, 2005). 


The lack of both a UK—-US open skies agreement and antitrust immunity has 
certainly played a significant role in shaping this policy. The partners have mostly 
focused on branding and on providing seamless service to their customers. oneworld 
carriers have moved towards closer cooperation following two cross-border 
European mergers and there is now much talk about the benefits of an eventual 
British Airways-Iberia merger. 

At SkyTeam, meanwhile, the various chief executives meet twice a year. Below 
this level, the alliance has a steering committee which generally meets four or five 
times a year. 


Nobody isaSkyTeam employee per se[ .... ] we fear the people involved would lose their 
links to the mother carrier (Baker, 2003). 


Chapter 6 


Learning from the Past, Looking at the 
Future: Success Stories 


Airline alliances, whether adopted as a strategy for growth or a tactic for survival, 
have come to dominate the aviation landscape, causing major structural change 
within the industry and heralding the introduction of group-based competition. 

The alliance phenomenon kicked off hesitantly and with limited marketing 
cooperation to help it along, but by now most of the world’s top 50 passenger carriers 
have jumped on the bandwagon. The reasons behind alliance formation, their effects 
on competition and fares, etc. have been studied and commented on over the years, but 
very little has been said on whether they have actually achieved their potential, that 
is, whether they have been and are successful and whether the players themselves, the 
allied carriers, are satisfied. This is perhaps because such a survey would presuppose 
the existence of a generally accepted, reliable definition of alliance success as well as 
specific mechanisms and measures with which to appraise that success. 


What, after All, is ‘Alliance Success’? 


W hen the question of ‘alliance success’ arises, the very first thing that needs to be 
clarified is whether the assessment is being made from the perspective of the alliance 
as awholeor that of the individual airlines. If itis from the single airlines’ perspective, 
there will clearly be a lack of standard, unequivocal measuring mechanisms. In a 
2004 questionnaire and interview survey (Iatrou, 2004), almost all the participating 
executives, employees of airlines participating in alliances, mentioned that it is 
difficult to actually measure the effects of an alliance on airline results and determine 
which results the alliance can take the credit (or the rap) for. They indicated they 
did not know whether the traffic increase or revenue enhancement reported was due 
only to alliances, since it is very difficult to isolate the impact of an alliance from 
other beneficial elements. M any other factors such as economic growth, price policy, 
etc. influence route results, so alliance performance evaluations are mainly ‘guess 
estimates’. Or in the words of an airline executive: 


Most estimates of alliance benefits are vague because of the difficulty of estimating 
stimulated growth and the like (Field and Pilling, 2004). 


True enough, in the network-based air transport industry, where airlines operate 
in a dynamic, cyclical and seasonal environment exposed to external shocks, security 
scares and steep rises in oil prices, the notion of ‘success’ changes according to 
general economic outlook, the geographical region and market segment in question. 
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As market conditions change, partners necessarily reassess and modify their own 
priorities and alliance expectations accordingly. 

When global airline alliances first began to take shape in the 1990s, they promised 
a wealth of opportunity in terms of enhanced revenues and cost reduction. Through 
the boom years the groupings delivered on revenue gains as their network reach 
expanded. But even these revenue-enhancing effects, although positive initially, 
tend to be absorbed within three to four years. Today, in a very different climate 
and under the shadow of the industry’s worst-ever crisis, the pressure is on for cost- 
savings. This raises the question of whether global groupings, built around network 
spread during the boom, are also the right vehicles to deliver on costs during the 
bust. 

A collection of statements by airline and alliance executives demonstrates the 
changing attitude towards alliances: 


Early expectations of alliance revenue benefits were perhaps unrealistically high and, at 
some, the focus has shifted from ‘extra money’, as it were, to cost-savings. [...] J ust 
three years ago, 90% of its focus was on driving revenue benefits, with 10% of projects 
being cost-driven[.... ] this has all changed. N ow the balance is almost equal and is likely 
to remain so for the foreseeable future (Field and Pilling, 2004). 


In other words, alliances first emerged when there was a need to provide 
customers with a global network spread, then came the cost-savings crisis and 
now the new slogans are ‘access to capital’ (Tarry, 2005) and ‘a new business and 
operating model’ (Hansson et al., 2002). 

Evidently, the more extensive the alliance, the more difficult it is to measure 
its impact on performance from an individual airline’s perspective. M onitoring the 
performance effects of a simple block-space code sharing arrangement on a few 
routes is simple enough, but if the arrangement comprises free-flow code sharing 
on several routes, FFP cooperation, shared marketing efforts, division of work in 
maintenance, cooperation in flight and handling operations and perhaps, joint 
sourcing activities, things become less straightforward. In other words, at route level 
performance assessment is less complicated but on a system-wide level it may be 
extremely difficult (K leymann and Seristo, 2004). 

There are also numerous opinions on how performances of alliances can be 
measured from an alliance perspective, but as yet no consensus over a common 
method nor agreement over what the best performance markers would be (K leymann 
and Seristo, 2004). Researchers differ over the most appropriate definition of 
alliance success and some even claim strategic airline alliances are too new and their 
structures too variable to allow any sort of detailed testing (Button, 1997). 

Nonetheless, steps have been made in this direction. Traditionally, the first way 
to gauge strategic alliance performance has been to measure survival or duration, or 
stability in the case of multi-partner arrangements, and by recording stock market 
reactions to alliance announcements on the shares of member airlines. In approaching 
the issue of duration, alliance members themselves are all too aware of the fragile 
nature of their cooperation and the risk of breaking up. The Star Alliance agreement 
has an unlimited time frame, while the airlines participating in oneworld alliance 
have not decided upon any fixed time span. Former ‘Wings’ members, together with 
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SkyTeam, have opted for 10-year duration that is automatically renewable. Can the 
survival and steady growth of the three alliances be considered an indication of 
business strategy success? Can the fact that more and more established network 
airlines are abandoning ‘independent’ operation to join airline groupings be 
considered an indication of alliance success? Two years ago, 28 carriers belonged to 
alliances, while today their number has reached 33 and is soon expected to increase 
to 36. Nonetheless, a large number of airlines remain outside alliance groupings, 
including some major ones and others which operate in key regions. 

The second way to quantify alliance success has involved the use of markers 
such as profitability, cost position and growth rates, and in particular by referring to 
market share and sales volumes. The economic data! available provides persuasive 
evidence that alliances generally enhance airline productivity, efficiency and market 
power. However, such evidence must take into account that alliance results are 
monitored mainly at route-, and not network-based, levels. 

A third method draws on managers’ opinions of performance. M any researchers 
accept that the success of an alliance can be judged in terms of each partner’s 
perceived effectiveness of that alliance, and subjective performance assessments 
have proved consistent with those of more objective measures such as profit margin 
and sales. Such self-reported, subjective responses work to the extent that success 
in this case is what the respondents perceive it to be and they alone can actually say 
whether they feel their alliance has been successful or not (Sullivan and Coughlan, 
2004). 

Empirical assessment of the perceptions of the airlines themselves in relation to 
alliances has been sporadic and irregular.? To the best of our knowledge, the most 
recent empirical questionnaire survey requiring allied airline managers to directly 
assess their own alliances is that presented below. 

Within the framework of this survey, all the airlines belonging to global strategic 
alliances — 28 at the time of the survey (November 2002 to February 2003) — 
were contacted and asked to evaluate their alliance experience. Participants were 
interviewed and asked to complete a questionnaire. The interviews recording the 
subjective assessments of airline parties directly involved in alliance management 
are complemented with further interviews conducted with the personnel of alliance 
central management groups. The considerations of members of international aviation 
authorities (ICAO and IATA) and regulatory bodies (European Commission and 
US DOT) have also been gathered, as have those of experts of the air transport 
sector. The interviews touch on a wide range of alliance-related issues, while the 
questionnaire focuses mainly on the qualitative and quantitative effects of alliances 


1 For a detailed overview of the economic data on airline efficiency, see Fallon, J. 
Market Structure, Regulation and Performance in the Airline Industry, given at the ANU/ 
NECG Conference, 2004. 

2 Jn1999, and then in 2002, Airline Business collaborated with consultants ‘Cap Gemini 
Ernst & Young’ on an airline alliance survey. Birgit K leymann, within the context of the book 
Managing Strategic Airline Alliances, talked with the senior and middle airline executives of 
ten carriers about airline alliances. She approached the subject of airline alliances mainly from 
a management perspective and examined the challenges and opportunities the management of 
alliances present. 
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on airline performance, particularly with regard to traffic as quantified by the airlines 
themselves.’ 


Success Stories: Let the Players Speak for their Alliances 


Allied they Stand, but Are they Successful? 


The questionnaire results indicate that 96% of airlines participating in alliances 
consider participation to have been worthwhile. M ore specifically, 64% said the 
course and operation of the alliances had been ‘good’, while 32% rated them as 
‘excellent’. There were no negative comments and only one small, predominantly 
regional European airline expressed some reservations and preferred to adopt a 
neutral stance. 


Neutral 
Excellent 4% 
32% 





64% 


Figure 6.1 Opinion of alliance cooperation so far 


According to the results of the questionnaire, SkyTeam members seem to be 
the most satisfied with their alliance performance, followed by the partners in Star 
Alliance. No member of oneworld alliance rated its alliance cooperation as ‘excellent’ 
and this alliance included the only airline which expressed a neutral attitude towards 
alliances. The inability, or unwillingness, of British Airways and American Airlines 
to gain antitrust immunity on the North Atlantic has hindered possible alliance 
rewards in oneworld’s case, as it prevents the members from proceeding to deeper 
cooperation. Alliance growth has consistently been limited, with partners insisting 
on looser agreements during its initial years. In 2000-2001, negotiations between 
British Airways-KLM about a possible merger seemed to throw the future of the 
whole alliance into doubt. KLM insisted on maintaining its links with Northwest 


3 AstheAirFrance-KLM merger agreement had not been announced yet, the ‘Wings’ 
alliance is presented as a separate — the fourth — airline alliance. 
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Airlines, which threatened the British Airways-American Airlines axis. As British 
Airways explored the possibilities, other oneworld members also appeared to be 
considering their options. When the British Airways-KLM talks collapsed, the 
alliance had to repair its internal links. 

The executives whose airlines belong to oneworld mentioned in the interview 
sessions that the alliance has not delivered what it had promised, due to the lack of 
antitrust immunity, and that they found it difficult to develop the alliance. SkyTeam’s 
better performance may have to do with the fact that it is the most recent of the three, 
and that at the time of survey the ‘honeymoon effect’ was still being felt. 

The figure below presents the way the members of the major alliances rated their 
alliance experience in 2003. 
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Figure 6.2 Assessment of alliance performance by alliance grouping 


Analysis by geographical region shows that 75% of European airlines view 
alliances as ‘good’, while only 17% characterise them as ‘excellent’. A nd indeed, the 
effects of alliances have so far been moderate. European airlines operate in mostly 
mature, if not saturated (in Central and Western E urope) markets, and this means that 
they have to come up with ways to cut costs in order to increase their profitability. 
They also face stiffer competition, not only from the established airlines but also from 
low-cost carriers, and this restricts the possibilities of major traffic improvement. 
In addition, their relatively short histories of alliance membership (6 out of the 11 
European airlines entered alliances in 2001-2002) limit the opportunities to observe 
any significant changes. 

Half of the airlines from Central and Latin America — the highest percentage 
of all the regions - describe alliances as ‘excellent’. Airlines from Central and 
Latin America also saw the greatest increase in traffic as a result of their alliance 
membership (75% of the participants mentioned an increase of more than 16%). 
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Figure 6.3 Alliance impact on traffic according to geographical region 


According to IATA data, this region had the greatest increase in traffic in 2002 
and was least affected by the 11 September, 2001 events and the turbulence that 
followed. 

In the interviews, all the airlines agreed that alliances have enabled them to create 
a global network without incurring extra cost and have helped them strengthen 
the loyalty of their customers. In essence, through alliances airlines can, ‘satisfy 
customer demand with more global products’ and ‘achieve global presence without 
global cost structure’, with the added benefit of ‘increasing their competitiveness 
and gain[ing] market power’. As for smaller airlines, some stated that alliances 
helped them to deal better with major competitors in the wider area of their business 
activity, while others declared that cooperation with the industry’s major players and 
brand names resulted in the cost-free expansion of their networks. Some went as far 
as to say that alliances had played a key role in their survival. Interestingly enough, 
the latter were those who also saw alliances as an intermediate step to a greater 
degree of consolidation. By contrast, major airlines regarded alliances as a strategy 
for longevity and a way to stay in the A-league. 


Alliance Success: How Airlines Measure It 


The overwhelming majority of allied airlines examine more than one factor 
to determine and assess the performance of their alliance. The most common, 
fundamental markers used are revenues (18 airlines out of 28) in combination with 
passenger traffic (14 airlines). On a secondary level, many tend to refer to cost- 
savings and network performance, but also to consider ‘what they sell to the other 
members of the alliance and what they get from them’, i.e., interline traffic (two 
European airlines), and other methods such as ‘simulating what frequency levels 
would be if they didn’t have the alliance’ and marketing presence. 
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The positive effects alliances have on passenger traffic, cost, revenue, load factors 
and fares dictate the favourable opinions airlines have of them. The vast majority of 
the airline executives agreed that it is mainly the increase in passenger traffic, secured 
through the mechanism of traffic feed, that results in increased load factors and a clear 
improvement in revenues. This is what makes passenger traffic such an important - 
and more easily determinable — parameter for the measuring of alliance impact. 

In an effort to further investigate how alliances impact on the above parameters, 
airline representatives were asked firstly to locate the area in which the greatest 
changes have been observed, and secondly to proceed to a quantitative evaluation 
of this impact. The results demonstrate that the most pronounced effects have been 
witnessed in the area of passenger traffic. Next in ranking are revenue and load 
factor. The least pronounced impacts have been observed in the areas of cost and 
fares. There is a consensus that the major financial benefits originate from marketing 
and that cost benefits have been rather limited, which indicates that alliances have 
a long way to go before they manage to reap wider and deeper synergy benefits and 
become truly strategic in nature. Cost reduction remains a long-term objective with 
a potential yet to be exploited to the full. 
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Figure 6.4 Impact of alliances on several parameters 


An analysis of participants’ attempts to quantify just how far alliances have 
affected the parameters mentioned above led to some interesting findings. It should 
be noted, however, that only 78.6% of the interviewees chose to reply to this question. 
The reluctance of the remaining percentage can be attributed either to a possible lack 
of knowledge - it may be arduous, or premature, to come up with measures in some 
cases — or, as is most likely, to reasons of confidentiality. One airline stated that the 
only factor it measures is revenue. 

The results confirm the positive impact of alliances on passenger traffic (up over 
6% for 64% of the airlines) and load factor (up over 6% for 45% of the airlines). In 
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Figure 6.5 Alliance impact on different aspects on a 1-5 scale 


tandem with the increased passenger traffic reported, there has been an improvement 
in revenues, with 35% of the participating airlines recording a rise in revenues of 
between 6 and 15% and 22% recording revenue gains over 16% higher than under 
pre-alliance conditions. The reduction of cost ranges between 1 and 10% in 82% of 
the cases — with the exception of one European airline (the same which expressed 
reservations about the effectiveness of alliances) which mentions an increase in cost. 
It should be mentioned that although the respondents stated that there had been a 
reduction in cost, in fact most aviation experts believe this reduction in cost to be very 
much on the low side. The real issue is whether the cost and revenue gains have had a 
significant impact on profitability. As far as fares are concerned, the answer remains 
ambiguous, since the eight airlines which previously responded that there had been 
no fare reduction are now claiming the opposite and indicating a rise of up to 20% 
instead. Nevertheless, two-thirds of the participating airlines continue to mention a 
decrease in fares, which lends support to the idea that alliances have brought about 
a certain downturn in this sense. So, the expected reduction in competition has not 
led to acute monopolistic situations — regulators would surely act to prevent such 
a development — and part of the observed reduction in cost has passed to prices, 
enabling airlines to offer lower fares. But what remains rather alarming is that the 
airlines which claim there has been an increase of up to 10% in fares are among 
the biggest in the industry and are major players in the existing alliances on both 
sides of the Atlantic. Such fare increases may be due to airlines preferring to deal 
with decreasing profitability rather than with a monopolistic situation. Each airline 
follows the policy it sees fit, even if in so doing it contradicts the policy of its partners. 
For example, Lufthansa’s strategy after 11 September, 2001 was to cut capacity and 
maintain fare discipline, whereas United Airline’s strategy was to cut fares. The 
dispute between the partners ended up with the German government complaining 


Learning from the Past, Looking at the Future: Success Stories 


153 


to the US government. U nited’s choice of policy later proved to be questionable and 
essentially cash flow driven, given their subsequent filing for bankruptcy protection 


under Chapter 11. 


Table 6.1 Estimation of alliance impact 
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W hen airline executives were asked to identify the type of alliance cooperation 
that contributes most to the increase in passenger traffic, the offer of a more global 
network covering a larger number of destinations with better scheduling ranked first. 
Predictably so, since the foremost reason behind the formation of airline alliances was 
the creation of a more extensive, if possible global, destination network combined 
with better scheduling. The global network attracts more passengers and increases 
revenues, while improved scheduling — including frequencies — enables passengers 
to enjoy shorter connections and a ‘seamless’ travel experience. A n equally important 
role is played by global FFPs, which provide passengers with the opportunity to 
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Figure6.6 Reasons behind any positive impact on passenger traffic 
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accrue miles and thus gain tickets, and which represent the most important factor in 
the battle to win customer loyalty. 

Revenue benefits in terms of increased traffic appear within two years at most 
of the establishment of, or entry into, an alliance. These results show the strength of 
marketing tools, such as advertising, CRS displays and, above all, code sharing. 


Alliance Success: All Airlines/Routes/Alliances are Successful but Some are more 
Successful than Others 


Given that passenger traffic is the area most significantly affected by alliances, 
there was ample reason to focus on analysing the increases in this segment further. 
Assessment of the impact on passenger traffic involved examining to what degree the 
existence and scope of such effects depends on the route distance (short or long-haul), 
the type of route (hub-to-hub, hub-to-non hub, non hub-to-non hub) and on the degree 
of cooperation developed among the airlines themselves (FFP, code sharing, strategic 
alliance without antitrust immunity and strategic alliance with antitrust immunity). 
This breakdown is designed to provide a more complete picture and a better 
understanding of the consequences of alliances on airline traffic. After all, as the 
airlines themselves have stated, they are not simply after traffic increase and greater 
load - what they actually look for is the correct mixture and quality of passengers. In 
other words, what counts is not simply volume, but ‘valuable volume’, i.e., that which 
maximises revenues per seat kilometre. When airlines speak of ‘valuable volume’ 
what they mean is high yield business class passengers on profitable long-haul routes. 
Alliances were created to formulate a network of services and incentives that 
would attract high-yield passengers, and features such as global network, lounge 
access, FFPs, a ‘seamless’ travel experience with reliable departure times and 
minimum waiting time all cater for the needs of this particular target group. 
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Figure 6.7 The impact on route type measured by length of haul* 


* Neutral: equally impacted 
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Figure 6.8 Alliance impact on the traffic of each type of international route 


Long-haul routes, which are also usually hub-to-hub routes, have recorded the 
most positive effects from alliances because they offer global networks and unite the 
continents, forming the basis of the radial spoke networks and of the complementary 
allied network. 

The greatest increase in passenger traffic was observed primarily on hub-to-hub 
routes, followed by hub-to-non hub routes. 

M ore specifically, the increase in passenger traffic on the hub-to-hub routes was 
assessed as ‘significant’, with 45% of interviewees stating an increase of more than 
16%, while the corresponding percentage increase for hub-to-non hub routes ranges 
from 6 to 15% for 55% of the respondents. As far as non hub-to-non hub routes are 
concerned, all respondents indicated a moderate rise ranging from 0 to 15%. These 
results seem very plausible considering that all global airlines, especially the major 
ones, operate on the hub-and-spoke system, and that the whole alliance organisation 
aims at increasing hub-to-hub traffic, especially the high yielding and efficient 
transatlantic and transpacific routes. Hubs are the centres around which airlines 
participating in airlines develop their whole strategy, from code share agreements to 
schedule optimisation and FFP lock-in effects. 


Table 6.2 Quantitative estimation of the magnitude of alliance impact on 











passenger traffic by route type 
Less than 5% 6/15% Above 16% 
Hub-Hub 25% 30% 45% 
Hub-Non hub 30% 55% 20% 
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Among the airlines that claimed significant impact on their hub-to-hub routes 
are all the US and many of the European carriers — understandably so since they 
were the first to implement the hub-and-spoke system. Their hubs also operate more 
efficiently owing to the antitrust immunity they can count on in most cases. A sian 
airlines are not included amongst these airlines because they have not yet been able 
to take advantage of their hubs as a major tool in their transport model. This is most 
certainly the direct result of the different structure of air transport organisation in this 
region. Finally, Central and South A merican airlines recorded a significant increase 
on hub-to-hub routes, since they mostly operate flights towards allied hubs. 
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Figure 6.9 Quantitative estimation of the magnitute of alliance impact on 
passenger traffic by route type 


Questionnaireresults regarding theimpactof alliances on thetraffic of thedifferent 
types of routes show oneworld to be apparently less efficient than all other alliances 
in terms of traffic increase. Interestingly enough, only half of the allied airlines 
stated a ‘significant impact’, and only in relation to hub-to-hub routes. All members 
of SkyTeam and the now defunct ‘Wings’ alliance indicated a significant increase on 
their hub-to-hub routes. ‘Wings’ experienced the highest increase on its hub-to-non 
hub routes, while SkyTeam seems to have witnessed significant increases on all its 
routes. The top performer in terms of positive benefits is the ‘Wings’ alliance, which 
possessed antitrust immunity and was alone in having established a joint venture. 
However, given that this since-disbanded alliance was made up of just two airlines, 
it cannot and should not be compared with the other alliances, whose membership 
ranges from six to 17 (at the time of the survey) airlines. Ultimately, Star Alliance 
seems to have experienced the most positive impact on passenger flows on all its 
routes and reaped the greatest benefits as a result. 

Figure 6.10 depicts how the airlines of the different geographical regions estimate 
the impact of the alliances they participate in on their traffic. The Central and South 
American airlines appear to have experienced the greatest upturns in traffic and 
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Figure 6.10 Alliance impact on traffic according to geographical region 


all record increases of at least 6%. This can be explained both by the fact that the 
geographical region as a whole is witnessing a significant rise in traffic, and by 
keeping in mind that these airlines had a rather limited network before alliances 
were established. Asia and Oceania witnessed the second highest increase, with 
most airlines indicating growth of between 6 and 15%. This region includes many 
developing countries and has over recent years organised a number of important 
sporting events. European airlines reported the lowest increase, probably due to 
the fact that local airlines already had extensive networks before the formation of 
alliances and were well connected with all the other geographical regions of the 
world. Furthermore, the high impact of LCC expansion on the continent has clearly 
curbed their traffic growth. 

In answering questions investigating the type of cooperation that produces 
the most beneficial results, respondents were asked to assess whether FFPs, code 
sharing, strategic alliance with antitrust immunity or strategic alliance without 
antirust immunity produced the most positive results in relation to traffic. Code 
sharing ranked first, followed by FFPs. 

The coordination of the different Frequent Flyer Programmes contributes 
appreciably to the increase of passengers by promoting loyalty among customers 
and giving them greater opportunities to ‘earn and burn’ miles. 

Strategic alliances with antitrust immunity rank third among the types of 
cooperation affecting passenger traffic most positively, since they allow partners to 
proceed to a common network, common scheduling and a common pricing policy. In 
other words, they bring with them the largest benefits because they allow partners the 
greatest scope for action. The reasons behind this ranking could include, firstly, the 
limited number (four out of ten), of alliances with antitrust immunity in the sample 
studied; and secondly, the fact that in two cases antitrust immunity was only recently 
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Figure6.11 The most productive type of cooperation regarding traffic 
increase 


granted. T hus, several airlines were being asked to evaluate such cooperation without 
themselves having yet had time to fully exploit the freedom of operation it allows. 
North American and European airlines are an exception to this general trend, since 
they have been cooperating within this framework for many years. 

The figure below shows in more detail the extent of the impact on traffic which 
the different type of cooperation has had. It shows that code sharing is the prime 
contributor to traffic increase, while the other kinds of cooperation also affect 
revenues and costs. It should be stressed that four respondents mentioned that 
they have experienced negative impact from ‘strategic alliance without antitrust 
immunity’, with three referring to some negative impact and one citing significant 
negative impact. For the sake of convenience, all replies mentioning negative impact 
have been included in the relevant ‘some impact’ or ‘significant impact’ category 
without specifying whether such impact has been positive or negative. 

Among the factors which tend to cause an increase in passenger traffic, one might 
single out the offer of amore global network covering alarger number of destinations 
with better scheduling, which enables passengers to enjoy shorter connections and 
‘seamless’ travel. A secondary but equally important role is played by global FFPs 
providing passengers with the opportunity to accrue miles and thus gain reward 
tickets; this is the factor that best reinforces customer loyalty. An alliance brings 
about an increase in the number of flights and a consequent proliferation of customer 
travel options as far as departure times are concerned. 

Figure 6.13 illustrates the responses given by airlines (according to their size) to 
the question investigating which type of alliance cooperation has influenced traffic 
most positively. Interestingly enough, the scores awarded to the different kinds of 
cooperation are proportionate to size, with major airlines giving the highest scores 
and smaller airlines the lowest. 
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Figure 6.12 Degree of impact on traffic according to type of cooperation 
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Figure 6.13 The impact of different alliance cooperation types on traffic 
according to airline size 
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Major airlines accord the highest score to all kinds of cooperation except FF Ps. 
This can certainly be related to the pioneer role big carriers have played in the 
alliance creation process, which has permitted them to sound out the most efficient 
types of cooperation and then adopt them. The regulatory framework within which 
they operate also helps explain the high scores, as it authorises a deeper way of 
working together. On the contrary, small and medium-sized airlines give the lowest 
scores to the most advanced cooperation type, which regulatory restrictions prevent 
them from using. Most small carrier governments have, in fact, been unwilling to 
proceed to open skies or similar liberalised agreements, out of a desire to protect the 
‘national’ carrier status of the flag carrier. Furthermore, they have generally been 
more or less forced to join an alliance only quite recently, in order to face increasing 
competition and the volatile market. 

Another revealing element is that both medium and small airlines rate FFP 
cooperation as the most effective tool available as far as passenger flow is 
concerned. 

Figure 6.14 illustrates the scores given by the airlines of the different geographical 
regions in the question exploring which type of alliance cooperation had the most 
positive impact on traffic. European airlines award the lowest scores to all kinds 
of cooperation, except strategic alliances with antitrust immunity, which can be 
easily explained if one considers that this geographical area includes firstly the 
largest number of airlines (11) and secondly, airlines of all sizes, many of which 
have a rather limited network. North America, on the other hand, consists mainly of 
major airlines, which are the founding members of alliances. As a result, they tend 
to be enthusiastic supporters of all kinds of strategic cooperation, as the high scores 
awarded demonstrate. Airlines from Asia, Oceania and Latin America value FFPs 
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Figure 6.14 Assessment of the impact different types of alliance cooperation 
have had on traffic according to geographical region 
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highly, since the latter remain their strongest competitive instrument in the absence 
of more advanced cooperation tools such as antitrust immunity. 


Can Alliances Improve on Themselves? 


The overall conclusion to be gained from the survey is that the airlines participating 
in airline alliances are to a large extent satisfied by alliance performance. This 
satisfaction has resulted mostly from the impact airline alliances have had on traffic 
increase. 

Questionnaire analysis indicates that airlines have experienced clear increases 
in both passenger traffic and load factor within their first 2 years of alliance 
participation. This in its turn has impacted positively on revenue, while the effect 
on cost, although positive, has remained comparatively limited, at least on a short- 
term basis. The impact on passenger traffic has been substantial and immediate. This 
is mainly due to the creation of a global network, clearly the very first aim of any 
alliance. Regarding the influence on fares, the overview remains rather hazy, since 
the majority of the airlines came up with ambiguous answers. It should be noted 
of course that such increases or decreases may be route-specific, and it would be 
hazardous to assess or quantify the alliances’ global impact on fares. 

The greatest benefits from alliances have resulted from the more advanced and 
integrated forms of cooperation such as that linking the airlines of the former ‘Wings’ 
alliance, which featured antitrust immunity and was a joint venture. Most alliances, 
however, remain ‘strategic’ only in name, at least in their current stages, basing their 
cooperation on code sharing and FFP coordination, without yet proceeding to deeper 
integration. 

Atindividual alliance level, ‘Wings’ experienced the most positive benefits in all 
areas (traffic, load factor and revenue increase, cost reduction), which lends weight 
to the theory that the deeper the integration, the better the results. At the same time it 
may indicate a paradox of airline alliances. Many airlines are needed to achieve global 
coverage, and indeed, because it could not achieve the necessary group size, ‘Wings’ 
was eventually disbanded and subsequently integrated into SkyTeam. However, it 
did offer concrete proof that effective coordination and integration, as well as a full 
range of alliance rewards, can also be achieved with only a few partners. This is 
something that airlines need to consider. 

Star Alliance has experienced the most positive impact on traffic (75% of its 
executives answering the questionnaire mentioned an increase of over 6%) and 
revenue (66% reported an increase of more than 6%) a fairly reasonable result 
considering it is the alliance with the largest number of airlines. Despite its impressive 
magnitude, this alliance may be experiencing some overlap in its partners’ networks, 
which impacts negatively on the efficiency of the alliance and may lead to conflicts. 
Rigidity and slow decision-making are also potential dangers for an alliance this 
size. SkyTeam has had the greatest positive impact on cost and the greatest decrease 
in fares, something which may indicate there are pockets of deeper integration 
amongst certain partners, a noteworthy aspect given that it was the last to be formed. 
The low scores reported by oneworld on all levels confirm the importance of 
antitrust immunity and exemption for the operability of alliances. A nother draw back 
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of oneworld is that it gravitates primarily around a limited marketing cooperation 
between the two core members. If they do not decide to set aside their individual 
interests and move on to a really strategic cooperation, they will not be in a position 
to reap the benefits the other alliances are enjoying and, even more importantly, 
they may have to deal with the dissatisfaction and possible defection of the other 
allies. As the survey has clearly indicated, the other members of the alliance are 
waiting for the developments between A merican Airlines and British Airway to take 
place. As the alliance with the most untapped potential, should oneworld eventually 
obtain antitrust immunity it will be very well placed to significantly strengthen its 
competitive stance. It offers over 600 destinations worldwide, linking up some of 
the best and most powerful international airlines (American Airlines, for example, 
is the biggest airline in the world, British Airways controls the transatlantic market 
through L ondon-H eathrow, Qantas has an exclusive control over the Oceania market, 
Cathay Pacific is renowned for its top quality service standards) and on top of this 
is the common Anglo-Saxon cultural background the carriers share. As long as the 
Bermuda II agreement is maintained, however, it will be difficult for this tighter 
cooperation to become a reality. 

From a size perspective, medium airlines have been most positively impacted 
as far as traffic (up by over 6% according to 71% of participants), load factor and 
cost are concerned, while medium and small airlines have been equally affected in 
terms of revenue (up by over 16% according to 26% of participants). These results 
show Clearly that airline alliances have a positive effect on all sizes of airline. The 
impressive thing is that medium and small sized airlines had a greater increase in 
terms of revenue than major airlines. 

On a geographical level, it is the Central and South American airlines that have 
experienced the greatest increase in traffic. 

Deeper analysis shows that airline alliances have indeed delivered positive 
results, but not as many as expected. The traffic increase alliances have brought 
about amounts to 10%. No one can say with certainty that this percentage is high 
enough to secure airlines’ improved financial performance, competitiveness and 
bottom-line profitability, which is after all the desired outcome of every alliance line- 
up. Meanwhile, alliances may provide a safe haven for small and medium airlines 
waiting to be absorbed or acquired once the regulatory framework changes. 

On the other hand, all air transport industry experts agree that alliances have 
not yet reached their full potential, because their members have been reluctant to 
pursue integration. Star Alliance seems to be the most successful alliance exactly 
because it is the most integrated grouping. Yet the fear persists among small and 
medium airlines that entering into an alliance relationship with such a large carrier 
as Lufthansa would mean losing control over matters such as route development, 
pricing, branding, customer service features and so on. Lufthansa seems to follow a 
distinctly ‘follow me’ type strategy that allows its European allies at least, little space 
for independent manoeuvring. In a similar context, less hefty or junior partners risk 
watching the decision-making process slip out of their hands as they find themselves 
simply tagging along behind (Doganis, 2006). After all, this is what happens to a 
large extent within Star Alliance at European level. As a coalition, Star Alliance can 
to a certain extent be seen as a large conglomerate in which Austrian Airlines, SAS 
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and Swiss International Air Lines feed the networks of the big carriers. This is why 
certain airlines prefer to join global alliances that are mostly marketing-orientated, 
such as oneworld. 


Two Success Stories: the Same Leading Lady, Different Endings 


‘Wings’: Size Does Matter after All 


In 1989, KLM and Northwest Airlines agreed to a far-reaching alliance deal, a project 
which included common branding, purchasing, management, marketing and FFP. 
They established a joint venture on all transatlantic flights. Despite some boardroom 
clashes, the smallest of alliances has served as a model to other alliances for the 
kind of extensive integration it was able to achieve. The two core partners tried for 
years to play a leading role in industry consolidation, but never really managed to 
develop their alliance beyond the bilateral relationship between KLM and Northwest 
Airlines. 

KLM had tried for many years to overcome the constraints imposed by its small 
domestic market, driving change in air industry and for some time managing to 
compete among the major players on an almost equal footing. With its fine airport 
facilities located in the centre of densely populated, high income Western Europe, 
KLM created a hub-and-spoke system for collecting and redistributing traffic from 
both neighbouring and more peripheral points in Europe and feeding it to its wide 
international, long-haul network. This centrality made KLM vulnerable to aggressive 
behaviour by big adjacent players such as Air France in France and Lufthansa in 
Germany. Penetrating larger markets meant challenging their home carriers or 
cooperating with them. KLM opted for the first strategy. 

KLM decided that the creation of the single European market could help it to 
intensify its expansion abroad and increase its market share within Europe. It needed 
to build up its European network to feed its own long-haul routes and to make itself 
attractive to transatlantic partners. To ensure ‘feed’ into Amsterdam, KLM acquired 
holdings in Air UK, later KLM UK, Eurowings of Germany, Braathens in Norway 
and Regional Airlines in France (Doganis, 2006). Thus, KLM was able to tap 
into the traffic of four large European markets and feed its medium and long-haul 
flights out of Amsterdam. Beyond Europe, it tried to obtain greater access to the 
transatlantic market. When the Dutch Government signed an open skies agreement 
with the US Government, KLM began closely cooperating with Northwest Airlines, 
a partnership sealed by antitrust immunity. The KLM-Northwest Airlines alliance 
proved highly profitable for both airlines, but their successful cooperation was not 
sufficient. KLM’s strategy came up against two major obstacles: the opposition of 
the European Commission to the signing of bilateral agreements assigning exclusive 
privileges to one Member State and its airlines rather than to all Community carriers; 
and its inability to secure partners within Europe. Alliances were starting to become 
exclusive in character, with all major carriers forging relations within Europe. KLM 
realised it needed to increase its European traffic share from 7-8% to 15%, the level 
of growth needed to sustain its long-haul network (Staniland, 2003). 
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KLM began negotiations with both British Airways and Alitalia. Although its 
association with British Airways seemed quite promising network-wise, negotiations 
collapsed not only because of a disagreement over the valuation of KLM but also, as 
rumour would have it, as a result of the US Government warning ‘that KLM would 
lose its bilateral rights if British Airways took control’ (Staniland, 2003). KLM had 
to settle for Alitalia. When the alliance with Alitalia failed, KLM turned to British 
Airways again, but in vain. KLM then began losing its regional partners. In 2000, 
Air France bought control of the French domestic Regional Airlines and ended the 
agreement with KLM. In the same year Lufthansa bought 25% of Eurowings. In 
2001, SAS bought out KLM’s holding in Braathens. KLM was finally forced to 
sell KLM UK to Ryanair in 2003, unable to withstand the competition by British 
Airways’ low-cost subsidiary, Buzz. By September 2003, KLM had merged with 
Air France. 


Air France-KLM: First Mover Advantage or First Mover Disadvantage ?* 


Air France and KLM’s decision to merge in 2003 produced the first major cross- 
border airline merger of its kind. The move perhaps reflects their intention to keep 
abreast of change, and above all to be ready to reap the benefits of a new EU-US 
aviation agreement, when this is signed, as such a deal would allow mergers between 
EU airlines without the loss of their US flying rights, eventually giving Europeans 
their much-longed-for access to US domestic markets. In other words, the two 
carriers may have been aimed at creating an extra strategic advantage that early 
consolidation could later yield, giving the group the jump on its rivals when the time 
comes. 

The Air France-KLM tie-up has created the world’s largest carrier in terms of 
revenue, while from a passenger-kilometres standpoint it ranks third worldwide after 
American Airlines and United Airlines. It is the largest European airline, eclipsing 
both British Airways and Lufthansa and putting extra pressure on them to match the 
potential checkmate move. According to Air France’s CEO, the new network was 
meant to match that of British Airways, which was building a web of connections 
around London-Heathrow, Madrid (home of Iberia, one of its closest partners) and 
Ziirich (home of Swiss International Air Lines, which had announced an alliance 
with British Airways at the end of 2003 before it was finally acquired by Lufthansa). 
Similarly, Lufthansa has built a webbing network around the Frankfurt, Munich, 
Copenhagen and Vienna hubs. As some 54% of all European long-distance air traffic 
is concentrated at the four busiest airports - London-Heathrow, Frankfurt, Paris and 
Amsterdam - Air France-KLM would get a very significant market portion of this 
high yield traffic. 

The merger deal provides that in the initial 5-year period the airlines will operate 
as separate entities, not only to protect KLM ’s flying rights, granted under bilateral 
agreement, but also to allay the fears of the Dutch Government and public over the 
demise of Europe's oldest airline. The two airlines have formed a holding company 


4 The paragraph title is based on a statement by the CEO of Air France, Jean-Cyril 
Spinetta, as reproduced in Airline Business, July 2004. 
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called Air France-KLM, but remain independently managed and preserve their 
distinct identities. 

According to Air France and KLM ’s executives, this merger has created the truly 
European carrier for a truly European market. In the background, too, is the desire 
to counterbalance growing US strength within the SkyTeam alliance. As the US 
allies struggle financially, the balance of power within alliances has shifted to the 
European partners. Such moves may put US airlines under greater pressure to accept 
EU terms and give European airlines what they long for, access to the US domestic 
market. 

Some analysts believe that deals like this one, with its focus on long-haul routes, 
will spur further growth on short-haul flights of well known discount carriers such 
as Ryanair and easy] et, adding further pressure to hold down Europe’s traditionally 
high air fares. The ultimate motive behind this merger is the desire of the two carriers 
to become the first ‘long-haul network dominators’ (Doganis, 2006). Over the long- 
term, the merger will probably speed up the transformation of the European airline 
industry into something more like that in the USA, with fewer, larger carriers. 
This same evolution will one day also occur in East Asia. Each of the very large 
transnational carriers to emerge from consolidation will have commercial agreements 
and alliances with numerous regional and niche carriers. 

Other observers support the idea that such deals mostly aim at market 
dominance. 


Ultimately, it is an attempt to contro! the degree of competition in the market (Tagliabue, 
2003). 


Likewise, Ryanair has issued a statement saying that big airline combinations like 
that of Air France and KLM are ‘essentially anticompetitive’ and would probably 
lead to reduced capacity and higher prices. easyJet concurs and claims that the Air 
France and KLM merger strengthens the dominant position of Air France and sets a 
worrying precedent for all future consolidation. 

The carriers secured regulatory approval from both sides of the Atlantic. While 
the European Commission established that the two carriers’ networks are largely 
complementary — Air France being more present than KLM in the south of Europe 
and in Africa, while the Dutch carrier instead operates a greater number of routes 
between northern European destinations, particularly the UK, Scandinavia and 
Amsterdam, as well as to the Far East - it also identified some routes which would 
be affected by the tie-up. Thus, Air France and KLM will be requested to give up 
94 slots a day on 14 intra-European and long-haul routes, making available up to 31 
new return flights a day on the affected routes. Conversely, US regulators scrutinised 
the operation under the HSR Antitrust Improvement Act (the Hart-Scott-Rodino Act) 
and passed it without imposing any changes. 

Three years after the merger, circumspection seems to have abated. Figures 
indicate that the merger produces significant benefits: at the end of its first year of 
operations since the merger, operating profits for the Air France-KLM Group rose 
20% to €489 million (K aminski-M orrow, 2005). Air France-KLM flew 70 million 
passengers in the year to 31 M arch 2006, up 6.4%, and increased its traffic by 8.6% - 
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twice the level of its nearest rivals Lufthansa and British Airways (Gow, 2006). The 
industry experts interviewed for the purposes of this book acknowledged, to a large 
extent, the success of the merger. Chris Tarry agreed, albeit with some reservations, 
that the merger has been successful, putting it ‘so far so good’. Thomas Windmuller 
of IATA admitted that it is successful and has produced more benefits than expected. 
Mohamed Elamiri of ICAO agreed. Only Gilles Gantelet of EC insisted that it is 
‘too early to say’, but also admitted that some cost and revenue synergies have been 
achieved. 


Chapter 7 


Not Always a Happy Ending 


Rarely a happy ending, in fact. Data recording the success rate of alliances and 
mergers in the business world as a whole point to an overall figure of less than 50% 
for alliances, and of approximately 30% for mergers. After peaking in around the 
year 2000, alliance numbers worldwide are now on the wane, and while they still 
remain one of the favourite corporate solutions to address the challenges of an ever 
more competitive global market, the downward tendency seems unrestrainable - with 
perhaps the exception of the US market, where a rebound is in sight. M ergers, on the 
other hand, are more popular, fuelled by what are still relatively low interest rates 
and capital availability on the free market. Their promise to generate higher returns 
through consolidation continues to lure the attention of the business community, in 
spite of the fact that two out of three fail utterly. 

A recent study by Boston Consulting Group — BCG (‘The Role of Alliances 
in Corporate Strategy’) analysed trends in the establishment of business alliances 
worldwide between 1988 and 2004 by looking at the variation in stock prices of 233 
alliance members in the US and Europe, to then compare the results with the effects 
of mergers. The results show that ‘the share of alliances, including joint ventures, 
created each year as a percentage of total interfirm collaborations, including M&A 
(...) grew from 12% in 1988 to 34% in 1994. However, since 1994, that percentage 
has decreased more than fourfold: by 2004, alliances represented only 8% of interfirm 
collaborations’ (Cools and Roos, 2005). 

That complexity seems to be at the root of alliance decline is portrayed clearly by 
the downward trend in joint venture-based alliances, which fell from 62% in 1995 
to only 10% in 2004. In other words, attempts to scale the integration ladder have 
been hampered not only by the intricacy of extenuating contractual negotiations but 
also by the maintenance such deals require. Joint ventures have tended to be jammed 
in somewhere between loose, competitive alliances and tighter, concentrative 
operations such as mergers or acquisitions. Why enter an alliance, which in order to 
make money needs to be armour-plated in complicated sharing mechanisms, when 
with approximately the same amount of effort a merger deal can be struck, allowing 
much broader industrial flexibility? 

But merger flexibility, too, comes at a price. A 2002 survey by Bain (‘The 
merger before the merger’) involving interviews with 250 executives involved in 
M&A showed that the most frequently chosen answer to the question ‘Why do deals 
break down?’ was ‘Ignored potential integration challenges’. Sixty-seven per cent 
of respondents cited this as the most crucial factor in merger failures. Second came 
‘Overestimated synergies’. Third - further evidence of the possible quagmires that 
can develop when different realities converge into one entity — ‘Problems integrating 
management teams’. ‘... M ore than two thirds of executives are aware that integration 
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can make or break a deal. But few really understand how to ensure that they get it 
right’ (Grob and M eacham, 2003). 


Reasons why Alliances and Mergers Break Up 


The above mentioned BCG analysis includes a focus study on the airline business 
arguing that there are four main reasons why multilateral airline alliances have not 
(yet?) succeeded in taking the industry on to the next phase, namely consolidation 
together with eventual profitability: asymmetry of benefits, irreversibility of 
commitments, eroding option value and cumbersome decision-making. It is worth 
taking alook at this list, as it provides a useful platform for further discussion. 

In citing asymmetric benefits, BCG claims that certain gains, such as those 
originating from deeper integration, cannot be fully enjoyed because of their 
asymmetrical, unpredictable retribution pattern. There are no assurances that those 
who put the most in will get the most out of the arrangement — and this incertitude 
acts as a brake on investment commitment. This may also reflect what occurs in 
alliance management, when a corporate move driven by far-sighted strategic thinking 
is sometimes hindered by next-quarter concerns once the time comes to actually 
implement concrete, long-term action. 

Irreversible commitments relate to asymmetric benefits and are indicative of the 
worries that a close bond can cause. According to K. Cools and A. Roos: 


Because cost synergies require big investments, they also make a company’s commitment 
to the alliance irreversible. (... ) but this irreversibility undermines a significant part of the 
logic of a strategic alliance - its flexibility - and is another reason why companies shy 
away from making the necessary investment. 


Here, one of the weakest points of alliances in general is well highlighted. They 
exist as a fallback option, chosen when the merger path cannot be pursued because 
of regulatory or business constraints. Their promise of flexibility is appealing, but 
in fact the commitment required often goes beyond the prerogatives warranted by a 
versatile, pliable relationship. 

Irreversible commitments lead to eroding option value: here the researchers are 
hinting at the dilemma between, on one side, the economic advantages generated by 
the alliance and, on the other, the greater ‘option value’ of a stand-alone stance. By 
securing their destiny within the boundaries of a larger coalition, carriers — smaller 
carriers in particular - ‘erode’ such value. This perspective is clearly seen from 
the sometimes cynical standpoint of shareholders, but even assuming that freedom 
of choice substantially outweighs any form of consolidation, BCG’s rationale is 
in this case more difficult to follow. The majority of small generic carriers (for 
example the flag carriers of small countries) as we know them today are destined 
to disappear, sooner rather than later. They may change business model, spin-off 
certain units, rationalise their industrial behaviour, shrink, expand, outsource some 
operations, etc., but unless they find a profitable, protected market niche or a new 
strategic positioning in which to survive, they will not make it. And if they do not 
make it, all their shareholder value will disappear with them (the cases of Sabena, 
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Swissair, Varig, but also Debonair and Volare are there to prove it). Perhaps some 
consolidation is better than no consolidation at all, and the welcoming embrace of a 
loose multilateral alliance may be a safer haven — even for shareholders — than the 
high waters of indiscriminate global competition. Particularly if this can pave the 
way to some form of closer bi- or tri-lateral bonding which may then eventually be 
conducive to a merger. 

With cumbersome decision-making BCG hits the mark and touches on one 
of those key intangible - or less tangible - reasons for alliance success or defeat. 
Different sizes, cultural traits (both national and corporate), business missions and 
ambitions can form a dangerous cocktail, especially when compressed within the 
norms of a governance model that is either too strict or too lax. A good balance is 
hard to strike and results often oscillate from an over-bureaucratised organisation to 
one where supposedly consensus based decision-making is actually virtually in the 
hands of a few powerful players. 

While beginning to identify the grounds that lead airline alliances and mergers, in 
their different ways, to fail to deliver, we can roughly divide these grounds into two 
areas: business reasons and intangibles - or non-business reasons. The industry’s 
focus is predominantly turned towards the business side. Understandably enough, 
since air transportis indeed complex and subject to specific variables lying outside its 
control, which demand pragmatic, financially watertight solutions. However, given 
the way alliances work and in light of their quintessentially cooperative nature, other 
factors which are often neglected do play a tremendously important role as well. 
W hile the list of endogenous events or factors that can sink a partnership is almost 
endless, they can be regrouped under seven main categories: 


e Business fit 

e Development strategy 

e Governance and organisation 
e Cultural fit 

e Trust 

e Regulatory scenario 

e Relationships with unions 


Business Fit 


Airline alliances exist to connect passengers, providing them with a broader array of 
destinations and frequencies than any stand-alone carrier would. N etwork - short and 
long-term planning, scheduling, slot management, fleet planning and management, 
etc. — lies at the core of any airline strategy and purpose. In building up an alliance 
from scratch, or in expanding it, when carriers meet during the scoping out phase 
or during the first recruitment courtship stage, what they principally discuss and 
explore is how their businesses will fit together, and their principal business is 
network. This is not to say that other business areas are not important - they are. 
Satisfactory alignment of FFPs, sound revenue management systems, thorough IT 
infrastructures, good marketing policies, to name just a few, are also crucial. But if 
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there is something that does not work as it should in these areas, it can usually be 
fixed, and it will not cause the demise of an alliance. A wrong network fit will. 

When combining and comparing networks, there are two characteristics that can 
define whether they will match or not: route complementarity and route overlap. 
Each characteristic has its own supporters and detractors, but one thing is clear: 
antitrust authorities generally favour complementarity over overlap. 

By route complementarity, reference is made to networks which, while 
substantially varying in nature, scale or scope, can integrate well together and 
potentially generate added value when combined. For instance, the networks of 
British Airways and Comair (an airline based in South Africa, operating scheduled 
services on domestic trunk routes as a British Airways franchisee) are very different 
in nature (the former has global spread, the latter reaches domestic South Africa only) 
but are in fact perfectly complementary. The UK based carrier serves cities in South 
Africa from London and once there, passengers can continue to beyond destinations 
connected through Comair flights. The networks of Air France and Royal Air M aroc 
are very different in scale, with Air France connecting 187 destinations worldwide 
versus 78 served by the Moroccan airline. But their networks can be considered 
complementary, in so far as they cater for travel needs that are compatible with their 
respective positions, exchanging passengers on the France-Morocco bundle who 
are inbound from behind points and outbound to beyond points, be they domestic, 
international or intercontinental. Likewise, the networks of Lufthansa and United 
Airlines, while very different in scope, being based in different continents and serving 
different destinations, are quite complementary as they provide a good transatlantic 
flow between Europe and the US, allowing passengers to stretch their travel over a 
truly global range of destinations. 

Network overlap refers to a structure of routes that is very similar in nature, scale 
or scope — and therefore not complementary — with that of an adjacent competitor. 
The networks of Air Berlin and Germanwings, while not identical, are comparable 
and overlapping in nature: same vocation (LCC), same country (Germany). The 
networks of Royal Jordanian and Middle East Airlines are similar in scale: both 
airlines have a relatively comparable network of routes, of similar size and served 
from different markets (Lebanon and J ordan respectively), which - should they wish 
to combine their forces — would show considerable overlap. Delta Air Lines and 
US Airways have overlapping networks, as their scope is rather similar. They serve 
the same area of the USA and have substantially parallel domestic/international 
ambitions. 

In combining complementary networks, airlines forming or joining an alliance 
extend their reach without modifying their capacity share. By putting together 
overlapping networks, however, capacity will usually dry up. Cartel authorities 
normally view this as an anti-competitive move, as it constrains the market, 
potentially curbing customer options. 

While views among aviation experts differ, most agree that one of the main 
predicaments of the industry is overcapacity. Alliances and consolidation in general 
— with mergers in the forefront — are ultimately aimed at reducing the number of 
players, making survivors fitter and leaner. Put differently, this means adjusting 
capacity to demand, and in this respect the combination of overlapping networks 
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and their subsequent rationalisation appear to represent an inevitable shift that 
airlines will have to sort out. The dilemma will consist in how to accommodate such 
a shift, not to mention the radical countermeasures that antitrust officials are likely 
to put forward in defence of consumers — a search for ever more numerous travel 
alternatives, sustained by a full assortment of competitive fares to choose from. 

Be it complementary or overlapping, a sound network fit is of key importance 
to alliance survival. Conflicting sales and revenue management policies can be 
worked out with time, ill-assorted technology - while costly to fix - can be replaced, 
inconsistent customer service can be cured. Incompatible networks - the core of any 
airline’s business vision - cannot, and no alliance will endure their irreconcilable co- 
existence. When in 1999 A ustrian Airlines left Qualiflyer to team up with Lufthansa 
and Star Alliance the following year, one of the reasons was the competing structure 
of its network vis-a-vis that of Swissair: both medium sized players with a respectable 
hubbing system, both with hardly any domestic market to support their international 
positioning, both located in Central Europe’s southern heart, and both focused on 
the emerging Eastern European countries. One could argue that their networks 
were totally overlapping both in nature, scale and scope, and as such potentially 
fit for optimisation. They were, in fact, and to some extent still are. The reason 
why such overlaps turned out to be unsuitable for alliance purposes lay precisely 
in the impossibility of exploiting them by selectively restructuring the quality and 
quantity of capacity deployed. Hence one of the unwritten laws of joint network 
planning within an alliance: if the networks of two or more airlines show a high 
degree of overlying services, the only way to foster their successful combination 
is by eliminating unproductive overlaps, transforming them into a converging, 
profitable web of complementary routes. 


Development Strategy 


Once convinced of the durability of their business fit, expressed through a sound 
combination of networks, built-to-last alliances need to align and agree upon their 
strategy of development. This involves a variety of factors which may or may not 
affect the life of the partnership, depending on the level of integration achieved. For 
example, if in a loose multilateral alliance one of the partners decides to leave (as 
Mexicana did in March, 2004, departing from Star Alliance), not much is likely to 
happen to the rest of the coalition. Clearly, if the same had happened with a larger, 
more strategically important member, reactions might have been different, but in 
general the low level of reciprocal commitment among members is not likely to be 
particularly damaged by such an event. In the case of Mexicana (which represents 
another example of mismatched networks, seen from the M exican carrier’s point 
of view) its North American partnership within the alliance went sour after United 
Airlines entered Chapter 11, with traffic feed onto M exicana’s flight decreasing 
almost by half. Mexicana eventually resolved to exit the Alliance in order to regain 
the freedom to manoeuvre, and soon after secured a code share deal with American 
Airlines, whose gateways (which include Miami) are in a better position to cover 
Central and South A merican flows. 
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When, vice-versa, the degree of integration is greater, shifts or disagreements 
in the development strategy can have lethal effects. This was the case in the KLM- 
Alitalia virtual merger: once it became clear that the Italian Government was 
temporising and delaying the decision to privatise Italy’s flag carrier, thereby putting 
the foreseen capacity investments in Milan-Malpensa into jeopardy, the Dutch carrier 
decided to call it quits and terminate the alliance. 

Strategic alignment and long-term commitment go hand in hand. A shared vision 
of a common future is essential if the alliance is to hold its course, be it a flexible 
multilateral grouping deciding which carrier to recruit next or a tight merger needing 
to pin down its 15-year fleet investment plans. When strategies diverge, alliances 
will not last. One of the first things Aer Lingus did when it decided to re-position 
itself as a low fare, point-to-point carrier was to announce its departure from the 
oneworld alliance: 


Alliance membership has inevitably become less relevant [for A er Lingus] over time 


declared its Chief Executive Officer Dermot M annion (AER Lingus, 2006). 
British media acknowledged the strategic shift: 


The Irish state-owned flag carrier is leaving the oneworld global airline alliance in 
response to the growing divergence between its (... ) business model and the strategies of 
its alliance partners. It is also facing growing costs of compliance with the obligations of 
membership of oneworld (... ) at a time when the alliance is growing quickly (Financial 
Times, 2006). 


Another example of strategic misalignment affecting alliance stamina was SA S's 
2005 decision to sell its 20% stake in bmi British Midland and exit the joint venture 
with the British carrier and Lufthansa on European routes. The joint venture had 
been unprofitable for several years in a row. Under the terms of their ‘European 
cooperation agreement’, the three airline members of Star Alliance were part of a 
profit-sharing joint venture comprising all European routes to and from London- 
Heathrow and Manchester. The contract provided that bmi British Midland would 
operate the largest amount of services, while remaining accountable for only 10% of 
all losses, with SAS and Lufthansa covering 45% each. SAS Chief Executive Officer 
J oergen Lindegaard spoke vehemently about such strategic mishap: 


It is a stupid contract but there is nothing | can do about it. We will look if a sale of the 
20% [stake in bmi] is an option (Buyck, 2005). 


Disagreements over such vital elements of development strategy, whether 
contractually binding or not, may be particularly severe in cases such as the one 
just outlined. The three carriers were experimenting a tighter form of consolidation 
within the boundaries of a loose multilateral alliance which, if successful, could have 
been conducive to further integration. The halt to proceedings is likely to have put 
unwanted sand in the alliance gearings. 
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Governance and Organisation 


Among the business reasons that can lead an alliance to the corporate graveyard, 
governance is probably both the most delicate and one of the most banal. Governance 
inevitably intersects with organisation, as it aims at aligning the processes the latter 
involves, to the mutual benefit of the partners. As described by the Organisation for 
Economic Cooperation and Development: 


Corporate governance is the system by which business corporations are directed and 
controlled. The corporate governance structure specifies the distribution of rights and 
responsibilities among different participants in the corporation, such as, the board, 
managers, shareholders and other stakeholders, and spells out the rules and procedures 
for making decisions on corporate affairs. By doing this, it also provides the structure 
through which the company objectives are set, and the means of attaining those objectives 
and monitoring performance (OECD, 1999). 


The reason why governance is so important is because it has to do with the balance 
of power, and therefore ultimately with the sharing out of economic benefits. A gain, 
it is the integration level reached by an alliance that determines the sensitivity of 
certain governance features, and probably that of specifically tailored organisations 
as well. 

Multilateral airline alliances have governing and organisational processes that 
are quite similar to each other. Usually there is an overarching board attended by the 
Chairmen and CEOs of the member airlines, which meets once or twice a year to 
set the strategic guidelines and monitor progress. Just below this in the hierarchy, a 
group of senior airline executives belonging to the corporate, passenger and/or cargo 
areas will translate the guidelines into yearly action plans, administering the budget 
and steering the overall alliance process. This committee, depending on whether the 
alliance has a full time standing organisation or not, generally meets as often as once 
every one, two or three months. The executive arm of the alliance — the people who 
on a daily basis carry out the duties sanctioned by the governing bodies — is made 
up of a series of project groups and working groups put in charge of the various 
functional areas (such as information technology, sales, purchasing, etc.) as well as 
of related ad hoc projects. 

Star Alliance established its own legal entity and corporate headquarters in 
Frankfurt, as a company with GmbH (Gesellschaft mit beschränkter Haftung — the 
equivalent of a company with limited liability) status, jointly owned by its member 
airlines. It relies on a staff of over 70 people of 24 different nationalities, headed by 
a CEO (Star Alliance, 2003). 

oneworld was the first of the global airline alliances to establish a central unit to 
drive the management of the alliance. The oneworld Management Company limited 
(oMC) was established in Vancouver and is also headed by a CEO, who reports to a 
governing board. Those reporting to a managing partner include function heads for 
commercial, IT, public relations, airports and customer service, and a global project 
director. A ctivity across the alliance is managed by the OM C, in liaison with working 
groups drawn from executives across all member airlines. The choice of Vancouver 
allows cost effective operations to be carried out in a neutral (for oneworld carriers) 
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city which may be easily reached from Asia, North America and Europe. In addition, 
its time zone convenience gives partners the chance to interact on business issues 
within the same working day (oneworld 2006). 

SkyTeam is the only alliance of the three which chose not to equip itself with 
a free-standing organisation. Initiatives are carried out by employees working for 
the various member airlines and who are often involved in other activities as well. 
An extranet tool is helping the coalition to operate via remote, mostly by means of 
conference calls. Only a fraction of the work is carried out by staff fully dedicated 
to the alliance. SkyTeam is not a legal entity per se, and as such there is no single 
officer in charge of managing it. Instead, a chair and a vice chair are appointed by a 
governing board every second year, on a rotating basis, with the task of supervising 
and coordinating the work of the steering committee and its structure below. 

The advantage of being able to resort to a dedicated organisation is that it ensures 
relatively smooth, consistent follow-up to the ongoing initiatives, without the risk 
of having them postponed as second or third priorities with respect to what is being 
managed at individual airline level. Also, spending time together on a daily basis 
enhances communication and reinforces team spirit. The disadvantage is that once 
it is carried out far away from the companies’ headquarters, alliance work may be 
perceived as something distant and separate managed by ‘privileged’ people who do 
not really belong to their carriers anymore, and therefore do not necessarily pursue 
their economic interests - an ivory tower housing a lucky few who have little to do 
with what is really going on elsewhere. 

There are three main issues related to governance that are worth a closer look, as 
they specifically affect large multilateral alliances such as the three airline groupings 
under examination: the decision-making process, the level of participation (both in 
the organisation and the activities performed) and the exit strategy. 

As far as the decision-making process is concerned, consensus is usually the 
method — or at least the inspiring principle — applied. Consensus-driven decisions 
have the power to boost commitment and energise the team; the more they identify 
with the process, the more airlines are likely to provide adequate resources (human 
and financial) in support of the relevant initiatives, and to accurately monitor progress 
and scrutinise results, thereby ensuring that the alliance receives sufficient oxygen to 
survive. However, consensus requires endless mediation, very good conflict-solving 
skills, and much more time to deliver. Recently, all three alliances have been able to 
improve their effectiveness by tempering consensus with occasional voting, at least 
on crucial matters. This seems to be a good in-between expedient, a way to maintain 
ample levels of reciprocal trust yet also intervene with accountable, rapid decision- 
making whenever needed. 

While voting rights are proportional to ‘objective’ business parameters - such as 
size, revenue, capacity and the like - participation in the organisation and governing 
process generally occurs on an equal basis, irrespective of the carriers’ dimensions. 
Conversely, the level of concrete involvement in the activities may vary significantly, 
depending on each airline’s corporate intention to actually contribute to alliance 
life as well as on intangible dynamics such as culture, ego, power, etc. This often 
results in a handful of larger carriers ‘pulling the cart’, with the rest more or less 
straggling behind. All alliances start to operate under the assumption that each and 
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every one of the member carriers should and will be part of each planned activity. 
But the complexity of such an approach, coupled with serious slowdowns in the 
work flow, has convinced alliances that a more supple approach is probably better 
suited to their trans-national calling. Much of the current activity is now project- 
based, and not all initiatives require 100% participation at the time of launching. 
This evolutionary approach allows leading carriers the flexibility to shorten the 
time-to-market of their new products and services, while permitting other airlines a 
pace of alignment calibrated to their specific dispositions. During his 2003 speech at 
the Washington Aviation Club, Star Alliance CEO Jaan Albrecht was quite adamant 
about this change: 


The era of solving all problems by committee is well and truly over. Today, the alliance 
membership willingly leaves operational decisions to specialists from two or three 
member carriers and accepts their proposals. These sub-groups work on projects such as 
technical standardisation of aircraft electronics, future aircraft, new IT platforms or better 
fuel management (...) (Star Alliance, 2003). 


Given the unconsolidated nature of these coalitions, exit clauses are commonly 
rather liberal. Carriers can walk out of such alliances relatively free of any 
consequences, paying little money. Bonds are loose. However, other conditions 
- such as a common IT platform, a joint frequent flier database, unified commercial 
contracts, etc. - could make the decision to leave more complicated than the 
contracts might indicate. In particular, some of the bilateral marketing agreements 
underpinning overall alliance coordination may contain very costly exclusivity 
provisions, the breaching of which — as in the case of a carrier who leaves to team up 
elsewhere — could prove very costly. 

Moving from loose, multilateral alliances to tighter combinations of carriers, 
governance models change profoundly and so does their inherent relevance to 
alliance success. The balance of power becomes more important, the level of detail 
in the decision-making process increases substantially and the whole mechanism 
grows much more complex. Commas and nuances in boiler plates and knotty legal 
verbiage can point to a compromise reached after extenuating deliberations. 

An excellent example of how subtle governance can become once conditions 
do become intricate is shown in the Air France-KLM merger deal. The Air France- 
KLM holding’s highest corporate authority is the board of directors, chaired by Air 
France’s chairman and CEO, with KLM 's CEO as vice-chairman. The board consists 
of 16 members: four are Dutch nationals, two of whom have been proposed by 
KLM 's supervisory board, and one by the Dutch state. This board of directors then 
assigns a joint strategic management committee (SMC) the overall responsibility for 
the strategy of the new merged entity, including: 


e coordinating networks and hubs; 

e budget and medium-term planning; 
e fleet and investment strategy; 

e alliance and partnership strategy. 
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The SMC is composed of eight members, four from Air France and four from KLM 
(two of whom are of course once again the Air France chairman and CEO and the 
KLM CEO). Everything is symmetrical and designed to be equal, however the 
chairman and CEO of the holding, that is the chairman and CEO of Air France, has 
a so-called casting vote - which can, for example, be used to block any decision 
perceived as hostile. SMC unanimity is required for three defined matters: 


e modification of assurances 
e scope of group activities 
e any inter-company agreement other than arm’s length transactions 


Each airline remains responsible for its own commercial and operational 
management, including human resources, airworthiness and flight safety, product 
delivery, flight and ground operations, etc. Of the nine members forming KLM’s 
supervisory board, four are selected from the Air France-KLM board of directors 
during the first 3 years (the ‘transitional period’) of the merger, and five thereafter. 
M oreover, all five members forming the KLM management board are elected by the 
KLM supervisory board, and at least one of them must have been appointed by the 
Air France-KLM board of directors during the three initial transitional years. Last 
but not least, one KLM representative is appointed as a member of Air France’s 
executive committee. 

The above model shows very well how much care and attention has been put into 
devising a well-calibrated governing system that — casting vote aside, an inevitable 
clause in any such transactions — truly attempts to balance out the powers of Air 
France with those of KLM. Naturally, when the initial 3-year phase expiries, in May 
(2007), it remains to be seen whether this rather liberal approach will be maintained, 
but the chances are that it will, and that shareholders of the Air France-KLM group 
will acknowledge that the success this merger has so far witnessed may very well be 
linked directly to the subtle way its system of governance has been worked out. 

Before the Franco-Dutch experiment, other endeavours to set up tighter bilateral 
combinations in Europe had failed, and in at least two cases governance can be 
identified as the main culprit. A fter the K LM -A litalia virtual merger was terminated, 
and before initiating bilateral talks with Air France, KLM started negotiating with 
British Airways to try and create a powerful merged entity among equals. The business 
rationale (network fit) was there, with British Airways catering for high yield point- 
to-point travellers thanks to its lucrative marshalling of London-Heathrow and the 
lean Dutch carrier well-positioned to intercept lower yielding transit traffic from its 
efficient hub stronghold in A msterdam-Schiphol. 


British Airways is strategically focusing on profitable traffic, and that means it’s turning 
away a lot of people who are prepared to pay a decent fare to transfer 


said Chris Avery of JP Morgan at the time, 


KLM at Amsterdam has a transfer hub, and it has the potential, and it’s quite close to 
London. So, arguably, if KLM and British Airways were to do something together, you 
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could flow the transfer traffic over Amsterdam and just send the profitable traffic that 
wants to go to London to Heathrow (CNN, 2000). 


Similar views and behaviour with respect to the serious threat LCCs were beginning 
to represent (both British Airways and KLM were at the time experimenting with 
in-house development of independently managed but fully owned LCCs) seemed 
to hint that alignment in terms of development strategy was also on its way. But 
disagreement on the balance of power and merger governance proved fatal. When 
KLM realised that British Airways was demanding full control of the new entity and 
that its margins of autonomy would have been greatly reduced, it pulled out of the 
deal. 

A few years later, in 2003, Swiss International Air Lines also broke its ties with 
British Airways. The two airlines had been working on an agreement rather similar 
to the above-described Franco-Dutch tentative merger. The deal was bringing Swiss 
International Air Lines close to oneworld. But disagreements surfaced and the 
alliance broke off - as a result, Swiss International Air Lines was later acquired by 
Lufthansa and joined the Star Alliance in 2006. It can be debated whether the source 
of this separation (which sprang from the refusal of the Swiss airline to ‘merge’ its 
valuable frequent flyer database with that of British Airways) lay more in business- 
or governance-related areas. Probably both. What is clear is that in the end such 
a substantial disagreement in the decision-making system showed malfunctioning 
in the way responsibilities were being attributed, thus undermining the alliance 
formation process at its very core. 


Cultural Fit 


Like all intangible factors that cannot be approached scientifically, boardroom 
dealings relating to cultural fit can reflect a discomfort with such issues, which 
often continue to be regarded as useless, inane or dangerous. Pragmatic, business 
orientated executives tend to sneer at any information hinting at cultural clashes as 
the possible cause of alliance break-ups. This attitude is reflected in the way budgets 
are built - very rarely, among the items listed under ‘training’ (unfortunately a weak 
area in itself), are initiatives aimed at bridging any cultural gaps that may surface. 
But culture is in fact an issue, and a huge one. 


Culture involves at least three components: what people think, what they do, and the 
material products they produce. Thus, mental processes, beliefs, knowledge, and values 
are parts of culture. (... ) Culture also has several properties: itis shared, learned, symbolic, 
transmitted cross-generationally, adaptive, and integrated (Bodley, 1994). 


‘Cultural fit’ defines the ability of people belonging to different cultures to co- 
exist and operate together successfully. The reference to culture here is two-fold: 
national, that is the culture of the country an airline belongs to, and corporate, i.e., 
the cultural model in force in each airline. 

Culture includes the collective, taken-for-granted postulations that people have 
learned throughout their lives, common values which exceed anything written in a 
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letter of intent or a memoranda of understanding. Cultural fit includes, among others, 
the following: 


e work style - the way people work together; 

e management style — hierarchical vs. egalitarian; 

e attitude towards the customer — how focused is the organisation? 
e team spirit — collaborative vs. confrontational; 

e performance focus — how orientated to results is the airline? 

e others — attitudes toward learning, accountability, risk taking, etc. 


Even excellent carriers — those that focus on competencies and consistent 
managerial behaviour - frequently underestimate the issue of cultural fit and neglect, 
during the planning of their alliance, to pay sufficient attention to the impact it may 
have on the actual destiny of the coalition. Failure to properly address the way 
cultures can be combined minimises the chances of arriving at a successful alliance 
match. 

There are no right or wrong cultures for an organisation, there are only cultural 
models better or worse suited to a given scenario with its particular time frame and 
business conditions. When something goes wrong and cultural differences prevail, 
it can be very frustrating for the management team in charge of running the alliance. 
In fact, it is often the management team itself which then experiences those same 
cross-cultural difficulties plaguing the lower levels of the organisation. Unexpected 
dynamics may then arise as the following occur: 


e differences are underscored and overstressed; 
e people make more frequent use of stereotypes; 
e reciprocal blaming becomes common; 

e a war for cultural dominance begins. 


Clearly, all of this is detrimental for business, and the more integrated the combination 
plans or the more complex the business issues that need to be tackled, the more 
damaging cultural clashes can become. In a multilateral alliance scenario, ill- 
managed cultural diversities can rock the boat and slow down effectiveness but will 
probably not kill the partnership. If the partners are merging, however, an omission 
to address such factors can quickly run the whole venture aground. In a bilateral 
merger, in fact, cultural fit means more than just making teams from both airlines 
work together smoothly. W hatis really crucial is the development of a common new 
cultural framework both merged airlines can identify with. Ideally, this new culture 
would include the most attractive features — both national and corporate — from both 
carriers. 

According to one study, an outstanding problem in mergers is that the more 
powerful partner imposes its culture on the less powerful one, regardless of which 
culture would be most suitable for the new entity (Kroger and Tram, 2000). Under 
certain circumstances this may swiftly lead to a successful integration. In other 
cases, however, this approach may destroy the value potential that was expected to 
be reaped from the operation. 
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Intangible cultural influences can suddenly become very tangible in the impact 
they haveonan organisation’slife. StarA lliance groupstogether 18 different corporate 
cultures originating from 17 different countries located in six different continents: 
finding a common code of conduct capable of giving everyone the dignity, respect 
and fair say they deserve is imperative for the functioning of the group. At SkyTeam, 
a two p.m. Europe-time weekly conference call is normally attended by people who 
had to wake up very early (for example six a.m. in M exico City) or who stayed in the 
office until very late (for example nine p.m. in Seoul). For this to work, some form 
of intercultural management is definitely required. 

Language can be a powerful barrier. With English having become the global 
means of communication (and ‘globish’ its less noble but useful byproduct), 
differing levels of knowledge can be a hindrance to effective communication. For 
the employees of Asian carriers this implies not only learning a new language, but 
also new characters. When confronted with mother-tongue speakers, who are often 
prone to using jargon or slang, understanding each other can be challenging. 

In a survey carried out internally in 2003 by SkyTeam and involving 526 
employees of various hierarchical levels across six companies, a number of perhaps 
foreseeable findings came to light: 


In the field of Listening and Understanding: 


e Different senses of humour/use of humour can be a source of difficulty 
(36%) 

e Understanding each other (accent, pronunciation, choice of words.) is difficult 
(33%) 

e Group members speak comfortably over the telephone with persons from 
other cultures (26%). 


In Problem Solving: 


e During group meetings, members rarely express their thoughts fully to other 
members, particularly on controversial subjects (33%) 

e Group members are often unable to find win-win solutions to disagreements 
between people from different cultures, even in relation to mutual benefits 
(24%) 

e The group has difficulty resolving disagreements among members that are 
based on different cultural values, expectations and practices (21%). 


These results give some idea of the kind of intercultural skills multilateral 
airline alliances need to engage in to achieve true multicultural effectiveness and 
transform what by many is considered a risk into an opportunity to learn and grow 
collectively. 


To impose an unwanted culture is a good solution in very few cases. Integrating cultures 
are much harder to achieve; however, in the long-term they promise much better results 


(Recklies, 2001). 
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Trust 


Like cultural fit, trust is the seal and currency of any victorious cross border alliance 
or merger. And unfortunately, like cultural fit it is often regarded as a negligible 
asset not worthy of consideration within the bounds of the sine qua non conditions 
necessary for success. One of the reasons for this senseless distraction — aside from 
the inability of certain executives to deal with intangibles in general — is the fact that 
there is no such thing as a ‘trust shop’. Trust cannot be bought at the market, imposed 
contractually or won over after a tiresome business negotiation. It is the result of a 
long nurturing process encompassing some of the most primordial and fundamental 
values of mankind. Doing business together is a decidedly more social activity than 
an economic one, and it requires that the participants in any business transaction are 
first convinced of the trustworthiness of their counterparts. 

Time and the increasing complexity of business in general have — especially from 
1950 onwards — pushed companies to explore technical solutions to overcome or at 
least contain the need for trust, such as the legal protection provided by well crafted 
contracts, bullet-proof governance, a fluid organisation and a solid management style. 
But as the world witnesses an increasing number of financial scandals, which then 
have huge repercussions on societies and individuals alike, trust is on the agenda of 
today’s business leaders more than ever. 

When in 1996 two of the largest pharmaceutical giants, Ciba Geigy and Sandoz, 
suddenly announced their intention to merge — giving birth to what would then have 
been known as Novartis - the lack of information sharing caused havoc among the 
anxious employees of both companies, who worried that the combination would 
cause people to be laid off. The situation became so unmanageable that in the end 
action had to be taken to address the perceived lack of trust in those who should have 
ensured the merger’s success - its people. 

So far in this section trust has referred to the development of confidence in fellow 
alliance members ... but what about the trust consumers show when choosing a 
product, for example in their decision to fly with one airline instead of another? Is 
not that the flip side of the same coin? 

Advertising firm Young and Rubicam have developed a tool called 
BrandAsset®Valuator (BAV) for assessing brand health. BAV, currently in its 13th 
year, is probably the most comprehensive global study of brands ever undertaken 
and the first to provide an empirical model of the way in which brands gain strength, 
enjoy good health or are undermined. The database of brand perceptions is gigantic, 
composed of data from over 100,000 consumers from 44 countries, on over 3,000 
brands. The analysis shows that trust is positively associated with ‘reliability’, 
‘integrity’ and ‘empathy’. Conversely, the words used to describe qualities which 
erode trustworthiness are ‘arrogant’, ‘unapproachable’, ‘different’. While these 
general results tend to be constant all through the years of analysis, interestingly 
enough, from 1997 onwards the research shows a decrease in associations between 
trustworthiness and adjectives such as ‘progressive’, ‘innovative’ and ‘dynamic’, and 
an increase in the choice of terms such as ‘kind’, ‘obliging’, ‘simple’ and ‘original’. 
In particular, by restricting the field to service industries only, which is what airlines 
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and airline alliances are, trustworthiness shows high correlation with ‘friendly’, 
‘obliging’ and ‘social’ (K nowles, 2006). 

Lack of trust makes the air transport environment with all its multicultural 
components, legal complexity and exposure to unpredictable effects overwhelming. 
Trust makes the impossible possible. When building a relationship with Asian 
partners, for example, and Japanese and Chinese carriers in particular, regardless 
of the solidity any business plan might promise, things will start happening only 
once the players have acquired full confidence and faith that their non-Asian 
counterparts can be fully trusted. By increasing the level of integration in a code 
sharing relationship, for instance by moving to an incremental revenue sharing joint 
venture, if the partners have trust in each other this will immensely facilitate the 
adoption of ductile, ‘play-it-by-ear’ settlement mechanisms that can be fine-tuned 
along the way as the uncharted itinerary becomes clearer, rather than having to waste 
precious time inventing protection mechanisms to prevent one other from predating 
their joint venture’s wealth. 

Very difficultto cultivate but easy to betray, trust requires continual reinforcement. 
Among the cognate qualities that can nurture it, research shows that: 


... five characteristics of a trustee appear to be particularly critical for the development of 
trust in a relationship: 


e competence 

e integrity 

e benevolence 

e openness 

e value congruence 


For example, in the context of acquisitions, failure of a project team to meet performance 
expectations may be judged by the acquirer to be typical of the incompetence of the target 
firm as a whole. Inconsistent information about the extent of job losses provided by the 
acquirer may adversely affect target firm members’ perceptions of the acquiring firm 
management's integrity. Resistance to the changes that inevitably follow an acquisition 
may create distrust among acquiring managers by reinforcing fears concerning target 
firm members’ lack of loyalty or benevolence. Failure of the acquirer to share critical 
information with employees of the target firm may detrimentally affect perceptions of 
openness. And differences in organisational culture (for example different problem- 
solving styles, risk propensities, etc.) may be seen as indicators of distrust-creating value 
incongruence (Stahl and Sitkin, 2002). 


In his October 2003 speech, Star Alliance CEO Jaan Albrecht addressed the issue 
of trust in the alliance he governs, claiming that it has helped cement the cohesion 
of the grouping: 


The quest for dominance is no basis for trust and partnership. (... ) the key to a powerful 
partnership is not complementary assets but the strength of the bonds that you develop 
between the individual members (Star Alliance, 2003). 
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Regulatory Scenario 


Here is one variable that not only may prevent alliances and mergers from taking 
place, it actually as sunk a number of them over the years. 

As seen in previous chapters, the airline industry was born as a fully regulated, 
government driven concern. With the help of national institutions and a handful of 
international trade associations a limited number of players acting in a monopolistic 
situation could, in the past, decide their business future more or less irrespective of 
the wishes of their consumers. Competition was scarce, the establishment of fares 
was jointly concocted, markets were ploughed together and together harvested. Then 
came liberalisation, and with it antitrust authorities began to operate, curbing the 
airlines’ power to collaborate. 

Apart from a few exceptions represented by national antitrust authorities, mainly 
in Asia and Australasia, cross border airline alliances and mergers have essentially 
thus far been examined by US and EU competition authorities, namely the US DOT, 
the US DOJ and the EC Directorate General for Competition (DG Comp). Over 
the years these institutions have issued rulings regarding antitrust immunity and 
antitrust exemption in favour of or against a number of airline consolidation efforts. 
In the past, approaches have differed between the two authorities, with the US side 
seemingly more inclined to encourage consolidation — also for political reasons, 
given its interest in promoting open skies agreements between the USA and counties 
around the world — and the EU side adopting a more cautious stance. Lately, this 
divide between US and EU approaches to cross border airline alliances appears to 
have been at least partially bridged. 

The way cases are handled has also changed. The attitude in the past, particularly 
on the EU’s part, was quite enforcement-orientated, with authorisation to do 
business together jointly being granted or refused according to a kind of ‘take it or 
leave it’ approach. Now, cooperation with the airlines themselves has increased, and 
the ‘remedies’ that are imposed to counterbalance the domination effect of airline 
coalitions on the market (such as slot and gate relinquishment, mandatory interline 
and FFP agreements with new entrants, efc.) are often sought and discussed in 
advance. 


There have been doubts whether past remedies have been entirely satisfactory in all 
cases. The Commission has therefore sought further means to make these remedies more 
effective. One-way is to ask parties to find an ‘up-front’ entrant on problem routes - an 
airline that wants to start or expand services so as to compete effectively with the alliance. 
Any slot and other remedies imposed can then be tailored to this competitor's needs, 
increasing the remedies’ effectiveness (Stragier, 2001). 


The power of regulatory authorities to steer the evolution of a partnership 
remains of major significance. The most well-known example is that of the requests 
put forward twice to British Airways and American Airlines by both US and EU 
antitrust watchdogs to free hundreds of slots at London-Heathrow Airport in order to 
proceed with the approval of their bilateral alliance. Both carriers refused, claiming 
that the competitive damage would have outweighed the benefits sprouting from 
their tighter cooperation. Currently, the North-American and British carriers, both 
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members of oneworld, still compete fiercely across the transatlantic, their plans for 
a more cohesive collaboration held back. 

Other authorities have adopted a seemingly more supple approach. In re-validating 
for the third time the Qantas-British Airways alliance on the so-called ‘kangaroo 
route’ between A ustralia and UK, in February 2005, Mr Graeme Samuel - Chairman 
of the Australian Competition and Consumer Commission (ACCC) — stated that: 


The decision (... ) recognises that there is an overall benefit associated with the alliance at 
this time. (...) It is clear from submissions made to the ACCC that there has been strong 
price competition on the kangaroo route, particularly for leisure travellers, over recent 
years, and the ACCC is satisfied that this price competition will continue. The ACCC 
believes that [the joint services agreement] between Qantas does result in a lessening of 
competition in the market for business passengers between A ustralia and Britain where 
the (...) partners hold 60% of the market overall. The dominance of Qantas and British 
Airways in this market is reinforced by slot constraints at Heathrow Airport which may 
provide barriers to market entry by new carriers and expansion by existing carriers. 
The ACCC is of the view that the alliance does not result in a significant lessening of 
competition in other business passenger markets or in the markets for leisure passengers 
to Europe or South-East Asia. The leisure passenger markets in which the (... ) partners 
operate are very competitive, with competitors including Singapore Airlines, Thai 
International, Emirates and now Virgin Atlantic (ACCC, 2005). 


Itis remarkable that competition regulators do still devote a considerable amount 
of time and attention - requiring years of work and the production of literally 
truckloads of documentation by airlines - to scrutinising an industrial sector which, 
at least in the US and Europe, has reached a significant degree of liberalisation, 
with more than positive side effects for consumers. And it seems paradoxical for a 
loss-ridden, pro-consumer service industry (in which there is now a veto on public 
aid) that must be fully compliant to free market rules to have to undergo such harsh 
treatment at times in its quest for consolidation — a process most observers consider 
inevitable and possibly the only way to ensure long-term sustainability. The years 
ahead should see cartel institutions lightening up on alliance and merger integration 
attempts among airlines. Controls and remedies are likely to be focused on only a 
few select routes where the combination of the partners’ networks may indeed re- 
instate monopolistic conditions. In the main, however, new consolidation attempts 
are unlikely to be thwarted by the strong regulatory restrictions of the past. 


Relationship with Unions 


As with all other labour-intensive global domains, in the world of air transport, too, 
maintaining healthy relationships with unions is fundamental to ensuring durable 
business prosperity. Since its birth commercial aviation has been powerfully 
influenced by national governments and has provided an ideal breeding ground for 
the development of strong union movements. These movements have expanded 
considerably in certain countries and in certain airlines, are varied in nature and 
focus, and have at times proven short-sighted in their struggle to protect members’ 
interests. But however different, all airline unions have one thing in common: they 
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can block a carrier’s operations practically at the drop of a hat and use prolonged 
action to drive a carrier - and themselves - up to (or over) the brink. How have 
airline executives approached labour relationships? Again, there are very different 
behaviour patterns in the industry, ranging from the confrontational approach adopted 
at unionised carriers like Northwest Airlines, to the anti-union policy openly in force 
at Ryanair, to union-friendly conduct such as that of KLM, or to the subdued style 
of carriers like Olympic. 

Yet, even in heavily unionised airlines, progressive labour relations are possible. 
For instance, Dallas-based Southwest Airlines, possibly the most continuously 
successful airline in the world and the pioneer of low-cost, low fare travelling has 
a strongly unionised labour base. Its chairman and former CEO Herb Kelleher, 
addressing a Stanford audience in A pril 2006, remarked: 


We have never treated them as adversaries. We have always treated them as partners, 
because if that canoe goes down, we are all going down with it. (... ) lf they have an issue, 
we take care of it as quickly as we possibly can. (...) Wehave fights, but not vendettas. We 
yell, we throw things, we get a contract and then it’s behind us. It’s not like the Hatfields 
and McCoys, feuding and still killing each other after generations for reasons they do not 
remember (Johnston, 2006). 


The global multilateral alliance phenomenon has led to a mushrooming of 
parallel, pan-national unions. There are, for example, Star Alliance pilot groups and 
Star Alliance cabin crews. The same is true for SkyTeam. Such labour unions may 
use the alliance platform to seek the ‘highest common denominator’ in wages and 
working conditions. Alliance-wide labour action has the potential to bring an entire 
global network to a halt (Airline Business, 2001). The unions’ role is strengthened 
against the airlines and they gain stronger negotiating power that can help them 
conclude better agreements, which may in turn mean an increase in costs for the 
alliance as a whole. As International Transport Workers Federation (ITF) civil 
aviation Secretary Stuart Howard noted: 


If the airlines are going to coordinate over the purchase of paper napkins, they are certainly 
going to coordinate to maximise labour productivity and lower labour costs across the 
alliance. Trade unions will likewise need to coordinate their response (Thiede, 1997). 


It is too early to say whether collective union action within multilateral airline 
alliances will in fact cause turbulence in their development process. At this stage it 
seems unlikely: these coalitions are fastened together by as-yet tenuous bonds, and 
the same seems true for their union siblings. Their features, the problems affecting 
the individual airlines they link up as well as the action required all differ greatly. 
But the outlook changes in the case of a bilateral or trilateral merger scenario. With a 
reduced number of carriers involved, which probably also operate in geographically 
neighbouring zones, and with more at stake (in terms of job losses, efc.), unions may 
be keener and more prompt to renounce certain individual prerogatives in order to 
stage a unified reaction to the companies’ fusion or acquisition. 

In any event, individual, airline-specific battles will probably continue to draw 
the most attention in the short to medium-term future, as gaining consensus with 
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regard to trans-national, trans-company industrial action (in terms of timing, issues, 
conflict level) does still seem to represent a very challenging task. After all, itis a 
hard enough goal for the airline management groups to achieve, so why should it be 
any easier for their union representatives? 


How to Plan your Next Merger Carefully 


Experience gained from observing other industrial sectors, where mergers have been 
common for a number of years, as well as by learning from the virtues and flaws 
encountered in multilateral strategic airline alliances can help in sketching out an 
action plan suited to the requirements of business leaders involved in a merger set- 
up. For those wishing to understand in advance some of the risks and opportunities 
uncharted merger terrain can hold, what follows is not simply a ‘to-do’ list, but 
a record of basic tasks to be kept in mind during the preparation of an (ideally 
successful) transition. 

Twelve stages have been identified, within a sequence that ranges from scoping 
out the partners’ options, to the post-integration phase: 


e Identify the objectives and design the strategy 

e Identify and select the partner(s) 

e Analyse the regulatory set-up and obtain antitrust freedom 
e Communicate (inform, involve, include) 

e Define success and how it will be measured 

e Nurture labour relations, clarifying labour issues in advance 
e Set up the transition team and a change management plan 
e Plan the new dawn 

e Deliver the first results 

e Celebrate 

e Move into deeper integration 

e Maintain the merger 


Identify the Objectives and Design the Strategy 


Clarity of vision, focus, understanding of the revenue streams and business 
propositions at large are important in helping to develop lasting commitment and 
kick start the operation. Have financial implications and targets been looked at and 
set without ambiguity? What operational and logistic impact is the concentration 
going to produce? How will the customers benefit from the merger? What will the 
impact on the other stakeholders be? Which time frame is the most appropriate? 
W hat would the ideal governance be like? What exit strategy should be formulated 
if things go wrong? 


Identify and Select the Partner(s) 


This is the time to accurately assess business fit and any other features that can help 
create a durable combination with lasting competitive edge. Prospects need to be 
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relentlessly scrutinised in terms of their capacity to create value through revenue 
and cost synergies. How complementary are the networks and the fleets? W hat 
brand propositions are candidates offering? Can IT systems and platforms be easily 
integrated? W hich of the prospects’ ancillary businesses can blend in well with ours? 
How good is the cultural fit? 


Analyse the Regulatory Set up and Obtain Antitrust Freedom 


Itis useful in this case to thoroughly and formally address all regulatory considerations 
with the help of a team of external, international lawyers well-versed in antitrust 
matters, to get an initial feel of what the new regime will look like and of the cost 
it will involve. It is also advisable to meet with the cartel authorities themselves, 
broadly illustrating the merger plans and educating them on the identified benefits for 
customers and shareholders alike. W hat regulatory impact will the new combination 
have vis-d-vis existing mergers and strategic alliances? What remedies can be 
proposed, on which routes? What is the ‘slot count’ at key hubs? What level of 
dominance will be achieved where? What conditions would be unacceptable enough 
to call the merger off? 


Communicate (Inform, Involve, Include) 


While mentioned here, sound communication is both a right and a duty that should, 
of course occur throughout the entire duration of the merger. Communication is 
the merger. It helps foster transparency, sedate staff anxieties, tranquilise analysts 
and shareholders. And there is never enough of it, quality-wise. Is focus being put 
on the right message? Are the reasons behind decisions being clearly explained? 
Is communication reaching everyone? Is it tailored to target the right audiences? 
Is it fair and consistent? Is feedback received well, acknowledged and utilised 
appropriately? 


Define Success and How it Will Be Measured 


Monitoring the merger’s performance is crucial to ensure the buy-in of all the 
participants involved, be they employees, unions, management or shareholders. 
There should be complete clarity on what is measured, how and how often it is 
measured, and what (realistic) results should be achieved in order for the operation 
to be considered successful. Is the scoreboard simple, crystal clear, sensible? Are 
targets reasonably set? What reward mechanisms are being implemented? Are 
objectives well embedded across the whole organisation? 


Nurture Labour Relations, Clarifying Labour Issues in Advance 


Understandably, unions are in general unwelcoming towards anything that 
(negatively) modifies their current salary regime, staff hierarchy, occupational levels 
(individual and collective) and benefits range. All these things may very well be 
affected by a merger, especially as far as headcount is concerned. Therefore, it is 
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imperative to let the unions know well in advance what the implications and gains of 
the merger will be, involving them — if need be and if the conditions so allow — in the 
process of defining a redundancy scheme and the compensation packages attached 
to it. Which elements can facilitate dialogue? A re all groups (pilots, flight attendants, 
ground staff, mechanics, white collar workers, management) being specifically dealt 
with? What degree of autonomy can unions be given? Where will the ‘make or 
break’ invisible line beyond which the deal is called off be drawn? What incentives 
can be identified and negotiated to help make the transaction smoother? 


Set up the Transition Team and a Change Management Plan 


It is paramount that a revolutionary move such as a merger be managed by the right 
people - possibly picked from all the airlines involved - in the most effective way. 
W hat will happen is not business as usual, and it requires anew CEO and a specific 
transition plan, complete with the details of who will be in charge, who will be 
accountable for delivery and results, according to which timeline. Project teams for 
the core functional areas (for example network, pricing and revenue management, 
airport customer service, sales and marketing, procurement and cost synergies, 
IT, finance, legal issues, safety and security, ec.) need to be launched. A change 
management approach and change management skills are needed. Are partners 
prepared to devote their best resources to the operation? Do the people that have been 
selected also cover other roles in the meantime, or will they dedicate themselves to 
the merger full-time? Do they have international experience? Have they received 
intercultural training? Are all reporting lines clear? Are senior executives fully 
involved in the steering process? 


Plan the New Dawn 


Sometime during the weeks or months ahead there will come a day when the old 
carriers cease — at least to a certain degree — to exist and a new entity, consortium, 
holding, joint concern or the like officially emerges. This is the ‘new dawn’, and while 
for those who have worked on the project all along and seen the merger through to 
the hatching stage this date - aside from its symbolic significance - may not reserve 
any real surprises, for others in the companies it represents the most important and 
looked-forward-to deadline. Everything must be in place to tangibly show that a 
new course has really begun. New signage, new letterheads, new business cards, 
new logos, possibly a new brand, a new FFP, a press conference, press material, a 
new website, etc. — all of this needs to be ready to come out from under wraps and 
be launched on that date. 


Deliver the First Results 


During the first three to 6 months following the ‘new dawn’, all the stakeholders in 
the merger expect the so-called low hanging fruits to start being harvested. In fields 
such as pricing, internal communication, advertising, airport customer service (for 
example lounge utilisation), etc. there are things that can be achieved relatively fast. 
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Full code sharing, a joint marketing campaign, a simplification of the tariff range, 
new on-board announcements — to name just a few — will show that the merger is 
right on track and providing the first desired benefits. 


Celebrate 


Set time aside to recognise peoples’ contributions to the merger, showing gratitude 
and celebrating what has been accomplished. For most it represents a once-in-a- 
lifetime sort of occurrence that will change the professional lives of everyone involved 
forever, and this needs to be acknowledged. Internal buy-in will be enhanced. On top 
of that, a celebratory event provides an excellent opportunity to understand people’s 
first reactions, take corrective measures if needed and add new opportunities to the 
project list. 


Move towards Deeper Integration 


Once the first 6 months - an IATA season, typically - and the initial enthusiasm 
have passed, the most difficult part comes, requiring long-term endurance, stamina 
and determination. More complex tasks need now to be accomplished, such as 
integrating the ICT systems, jointly planning network expansion (or reduction, if 
conditions make this necessary), unifying the respective FFPs, addressing airport 
customer service issues (Such as utilisation of gates, check-in and ticketing stands), 
combining sales forces, exploiting the first purchasing synergies, etc. As usual, an 
‘under-promise, over-deliver’ approach is best suited to convincing customers that 
the move was made with them in mind. 


Maintain the Merger 


Habit and routine are two of the most subtly treacherous adversaries of mergers. The 
target is that in a medium-term perspective, say 5 years, employees of the airlines that 
have merged will have gradually forgotten the original carriers they used to belong 
to and now fully identify with the new merged entity. The same should apply to 
customers. The challenge is to keep focus and momentum going even when tension 
eases and merger dynamics relax. Or do not relax, in which case the new course of 
operations will require damage control. Concentrating on more complex, long-term 
accomplishments (such as fleet integration) may be a way to maintain the level of 
attention high. Constant CEO involvement in the process is key. So, of course, is 
keeping up an inclusive attitude towards the people involved - it is they who have 
made the merger possible. 


Buy-in is a cascading process, so the obvious starting point is the leadership team, and the 
obvious vehicle is communications. Leaders cannot communicate enough. (...) The most 
successful merger integration efforts leverage multiple channels (e. g., Websites, meetings, 
newsletters) in a careful, continuous, and staggered fashion. Do not underestimate the 
power of the daily dialogue between supervisor and employee. Constant and updated 
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communications serve as both reality and rumour checks for employees as they make 


daily decisions’ (Hansson et al., 2005). 


On a semi-serious note, perhaps sometimes managers simply need a different 
way to interpret what certain things really mean - something like a glossary. 


Table 7.1 


Translation lexicon for mergers 





Merger idiom 
It's a win-win opportunity... 


What it really means 
Our airline wins twice 





There are significant revenue 
synergies ahead... 


We applied the IATA average growth 

rate, added an x% additional increase that 
would please the analysts, then reverse 
engineered the figures in the business plan 





There are significant cost 
synergies ahead... 


If only we were able to reap them 





We havea good network fit... 


The other carrier will cancel a significant 
number of its long-haul flights 





We have a multi-hub system 


Our partner’s small hubs will 
feed our large hubs 





Our skills are complementary... 


There is a lot the other carrier 
can learn from us 





We havea good cultural fit... 


Our language, management style, 
values, beliefs and traditions are 
so well assorted that certainly our 
partners will want to change theirs 





The merger will be co-managed 
on an equal basis... 


The CEO will come from our company 





It's a merger of equals... 


The shareholder agreements contain a 
number of interesting boiler plates 





Weare on track with the 
implementation timeline... 


Aside from a few issues still to be 
sorted out such as network, fleet, 
operations, IT and procurement 





Our brand identities will 
remain separate... 








Our partner’s brand is of inferior quality 
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Chapter 8 


‘The road not taken’: Further Along the 
Alliance or the Merger Path? 


Having looked at the genesis of alliances and how they have become the breeding 
ground for future merger ventures, having seen their track record and examined 
the pros and cons through both consumer and company eyes, it is now time to cast 
a glance towards the future. Airline executives, analysts and media observers are 
aware that the current situation is the beginning of a long transition towards a more 
consolidated air transport industry. What remains uncertain is the time frame such 
metamorphosis requires, its characteristics and what the landscape will look like in 
the various regions of the world a few years from now. The purpose of this chapter is 
to try and shed some light on the shape and format of the changes ahead. 


Alliance and Merger Framework 


Why and when should airlines decide to go down the corporate integration path? Generally 
speaking, mergers stand at the apex of amore or less lengthy history of bilateral and often 
multilateral collaboration. Both the current European merger teams, i.e., Air France- 
KLM, and Lufthansa-Swiss International Air Lines, are the culmination of a cooperation 
process which began several years ago, and while it would be inappropriate to claim that 
Star Alliance and SkyTeam acted as incubators for the tie-ups, it is true that subsequent 
to these two mergers there was a return to the multilateral coalition fold for the airlines 
in question: KLM joined SkyTeam afew months after the merger announcement, while 
Swiss International Air Lines left oneworld to join the Star Alliance soon after the 
acquisition plans by Lufthansa had been outlined. None of the four airlines involved 
had developed a specific familiarity with one another in the past. However, all of them 
had been exploring consolidation opportunities for some time, and all had considerable 
practice in bilateral and multilateral cooperation. Of the four, KLM probably dedicated 
the most serious effort to finding a reliable peer to team up with. 


KLM’'s long and winding search shows how the international airline industry, unlike so 
many other global businesses, has been resistant to consolidation, despite its inefficiencies. 
A tthe same time, KLM has also demonstrated what the future might look like. With each 
foiled merger attempt, KLM helped rewrite aviation laws, sparked the creation of global 
alliances and began breaking down national barriers. M any innovations in air travel stem 
from its experiments (Michaels, 2006). 


For an international airline to determine whether its industrial survival, re- 
launching or expansion calls for alliance-type cooperation or for a merger, it must 
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Table 8.1 Alliance and merger framework 





Code Share Alliance Joint Venture Merger 
Characteristics Impression of a wider network Broader and deeper linkage Two into one A single airline 





Additional traffic Wider reach Network Potential for full merger benefits 
Opportunities to save cost Yield maximisation 
Opportunities to save cost 


Necessary conditions |Coincidence of objectives Coincidence of objectives Coincidence of objectives — |Coincidence of objectives 
Regulation Regulation Regulation Regulation 





Areas of conflict Overlap Benefit sharing mechanism |Domicile 

Mangement Labour 

Strategy Mangement 

Overlap Valuation 

Valuation Other stakeholders’ interests 

















Degree of integration [Negligible Almost total Total 


Source: Tarry 2005 


first distinguish the ‘personality traits’ of each solution and gauge how profoundly 
circumstances will work in favour of the one option or the other (as well as in 
subsequent choices such as the type of remedies implemented), how deeply any 
desired advantages are expected to go, the level of potential danger, and how serious 
a commitment is being made (Tarry, 2005). In other words, what does the carrier 
want to achieve from consolidation, how quickly, and at what price? M ultilateral 
alliances have proven beneficial on the revenue side but ineffective on the cost front. 
It is unlikely that any further tangible economic benefit can be dug out of them. 
Of course, they will continue to be excellent all-purpose customer service gyms, 
fostering technological advancement, skills and best practice exchanges, in addition 
to more seamless travel. They will maintain their value as strategic battlegrounds. 
But few revenue joint ventures, few common purchasing schemes, few profit 
sharing initiatives will bud from them. Only bilateral cooperation will trigger true 
integration. Carrier A will increasingly cooperate and then merge with carrier B. 
Together they will form carrier C, which will eventually pursue amalgamation with 
carrier D. Multilateral alliances and bilateral alliances are progressively distancing 
themselves from each other as they respond to different business demands. Mergers, 
and even less so alliances, are no universal panacea for the ailments of commercial 
aviation. But they can improve airlines’ financial and industrial stability, two very 
welcome achievements in today’s shaky air transport environment. 
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Future Evolution: Is more Consolidation the Name of the Game? 


The Air France-KLM merger, followed by the Lufthansa-Swiss International Air 
Lines acquisition announcement, has changed the lay of the land and set down a 
cornerstone for greater air transport consolidation. Below is an attempt to assess 
how the members of the three major strategic alliances (Star Alliance, oneworld and 
SkyTeam) perceive alliance evolution and merger perspectives under the impact of 
these developments. The analysis uses a survey to examine how airlines themselves 
view mergers, what benefits they feel mergers can offer as well as the obstacles 
they can present, and finally, in which areas these benefits and/or eventual problems 
could arise. Participants were furthermore asked to assess how fast consolidation 
will go ahead, what role alliances will play in the emerging restructured air transport 
industry and how alliances and mergers will interact. This is the first research of its 
kind to focus on and examine cross-border mergers from an industry point of view; its 
findings may be of interest not only to the industry itself but to government officers, 
competition authorities, academics and all those directly or indirectly involved in 
and/or affected by developments in the air transport scene. For the purposes of 
the survey, which was carried out between December 2005 and March 2006, the 
heads of the alliance and marketing departments of all 32 carriers! belonging to the 
alliance groupings of Star Alliance, oneworld and SkyTeam at the time were asked to 
complete a questionnaire. The questionnaire focused on the impact of cross-border 
mergers on airline operations, on how mergers interact with alliances and on the 
possible course ahead. The survey had a 97% response rate, with British Airways 
alone declining to take part. 


Airlines’ Perception of the Drive towards Consolidation 


The first set of questions attempted to examine how airlines view the potential of 
mergers, that is, to identify whether they believe that an imminent wave of cross- 
border mergers and a consequent restructuring of the air transport system are indeed 
about to occur. According to 75% of the airline members questioned consolidation is 
slowly but surely gaining momentum, while 13% believe that a strong drive towards 
a more consolidated industry is already under way. 

The answers are somewhat different from those given two years ago (Iatrou, 
2004), when 60% of the participants in a similar survey stated that alliances 
represented the final goal of airline cooperation. It should be bornein mind, however, 
that after 2001 airlines worldwide were confronted with falling demand and faced 
serious financial problems, forcing them to focus first and foremost on survival. 
This implied massive cost-cutting programmes and a cautious stance on cooperation 
strategies, then perceived as a secondary priority. Only since the second half of 2005, 
with most airlines now having set their houses in order, has the economic situation 
become more stable. In spite of spiralling fuel costs, traffic is on the rise, the balance 
of power and the distribution of partners among alliances seems to have evened 


1 The only carrier excluded from the survey was TAP Air Portugal because it has been 
a member of Star Alliance for less than a year. 


194 Airline Choices for the Future 













Consolidation is 
There is clearly a slowly but surely 
very strong drive gaining monentum 
towards a more 7% 
consolidated 
industry 


13% 


The quest 
consolidation is 
slowly declining 

Eh Things are 
essentially as they 
were four years ago 

P% 





Figure 8.1 Is the air transport industry moving towards consolidation? 
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Figure 8.2. What is the future of alliances in relation to mergers? 


out, and airlines have once again begun to look around for cross-border forms of 
cooperation. 

Although survey participants now agree that mergers do gain momentum, 37% 
have stated that alliances will stay as they are, while 26% believe that alliances 
will continue to develop and move towards closer integration without necessarily 
ending in mergers. These answers seem contradictory on the surface, but on a deeper 
level they may simply indicate a belief that mergers and alliances will co-exist. The 
small percentage of airlines expressing uncertainty over the future of alliances perhaps 
represents those airlines looking around for realignment. Finally, 17% say that the 
merged airlines will focus more on their mergers than on the overarching alliances. This 
low percentage seems to demonstrate that mergers are not seen as a major disturbance 
to the smooth functioning of alliances. What does become evident from the answers 
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is that further integration, whether in the form of mergers or of closer cooperation 
between allied partners, is the new name of the game in the air transport arena. 

Figure 8.3 shows how important a role alliances play in the strategic plans of 
airlines. Even more interestingly, 36% of the respondents believe mergers, too, are 
a crucial part of their strategy and 6% give precedence to mergers over alliances 
as a significant strategic move. That adds up to 42%, indicating that almost half 
of the airlines participating in alliances are, one way or another, contemplating the 
possibility of mergers. At the same time, 36% of the respondents believe that cross- 
border mergers are a somewhat more marginal option and instead put a premium on 
alliances - this finding is confirmed by the fact that 65% mention that cross-border 
mergers are a choice for airlines, not a necessity. 
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Figure 8.3  Arealliances/mergers a significant part of the airline strategy? 


As a form of airline cooperation, mergers largely outweigh alliances in the 
production of positive effects on airline operations. The only category in which 
alliances impact more positively is economies of scope, and more specifically in the 
subcategory of new market growth; a quite plausible finding since a merged carrier, 
no matter how large the merged airlines are, cannot match the network reach of an 
eight-, ten- or eighteen-member alliance. After all, the main drive behind alliance 
formation was, as the airlines themselves stated, the desire to expand the geographic 
scope of their networks so as to achieve global scale (latrou, 2004). In the area of 
hubbing, the results do not give a clear precedence to one form of cooperation over 
the other. Alliances have so far operated in such a way as to get the most out of the 
hubbing system and the resulting economies of density, with each partner feeding 
traffic to the other. A merger will most probably entail network rationalisation as well 
as network integration, which may lead to changes in the overall network structure, 
with some airports losing connections while others gain them. Although it is much 
more efficient to close a duplicating hub and concentrate resources on the stronger 
one (Duedden, 2005), other aviation experts claim it is not certain that merged 
airlines will automatically reduce the number of their hubs and that mergers could 
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just as well lead to an increase in the use of the hubs on the part of the two merged 
carriers. But in polycentric regions such as Central Europe other means of transport, 
especially trains, may replace aircraft, to the detriment of smaller hubs, which could 
be downgraded to local spokes feeding the bigger players that control the large hubs. 
In other words, it remains to be seen whether the merged partners will maximise 
economies of density out of a single hub or whether they will pursue a multi-hub 
strategy, selling it as a factor of uniqueness in the attempt to gain a competitive edge. 
The latter option appears at this stage to be the most plausible. 
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Figure 8.4 Benefits of alliances and cross-border mergers on airline 
operations 


According to the participants in the survey the most positive aspects of mergers 
show up in the area of economies of scale: corporate planning synergies followed by 
financial synergies, IT synergies and maintenance synergies. It seems that a strategic 
alliance does not allow the same type of cost synergies as a full merger. This result 
clearly shows that alliances have not been able to produce significant benefits in the 
area of cost synergies. None of the three major alliances have yet engaged actively 
in the joint purchase of aircraft or in joint investments in information technology 
systems and customer databases, all of which can produce cost-effectiveness. All 
respondents agree that only cross-border mergers can more effectively bring about 
scale benefits and synergies as well as better quality decision-making. 

Not only the positive impact of mergers, but also their detrimental aspects are 
greater than those of alliances, with the reduction of personnel being the most negative. 
Labour costs are certainly the single most important component of total airline costs, 
accounting for 25-30% of total operating costs. Every airline management would 
like to reduce these, but all are nonetheless aware that because of the unique leverage 
airline unions enjoy, any attempt to actually do so can quickly turn into a socio- 
political can of worms. The second most adverse aspect of mergers is the threat 
posed to the existence of the acquired airline, as the combination of two airlines 
can result in the demise of the smaller carrier. Next in ranking is the reduction of 
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Figure 8.5 Negative impact of alliances and cross-border mergers on 
airline operations 


traffic in certain hubs, since newly merged entities are expected to concentrate on 
exploiting the traffic out of the hub that is the most profitable for the new company. 
Interestingly enough, the idea of brand dissolution does not appear to be viewed as a 
serious problem by the respondents either in the case of alliances or mergers. 


The Possible Evolution of Mergers 


Another group of questions investigated the time span airlines associated with the 
evolution of mergers and the form they expect them to take. 

Most of the respondents consider that in the short-term (1-2 years, 44% of 
respondents) and medium-term (3-5 years, 52%) new cross-border mergers will 
be effected, citing possible pairings between British Airways-Iberia (20% of 
respondents), TAP-Varig, Lufthansa-Austrian Airlines, Singapore-Qantas and Air 
France-Alitalia (10%). 

Much of the literature on air transport has long supported the claim that if the 
clauses on national ownership were eased or lifted, this would remove obstacles to the 
consolidation needed in the industry. Most of the respondents (53%) in this survey, 
however, do not believe that regulation has been the factor preventing airlines from 
proceeding to mergers. The latest developments in the Air France-KLM situation 
seem to confirm their views. In this case a new holding company was created and 
the two carriers are continuing their flight operations separately so as to circumvent 
traffic and flight rights restrictions. Competition and regulatory authorities were able 
to accept its complex governance structure and to interpret the pairing in a relaxed, 
market-orientated way. 

The overwhelming majority of the respondents (65%) believe that the open 
skies agreement between the EU and the US is a prerequisite for European and 
N orth A merican consolidation. Given the magnitude of intra-N orth A merican traffic 
(29.2% of world traffic flows, according to IATA figures for 2004) and of intra- 
European traffic (23.3%), in addition to the movement between these two areas 
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(3.7%, thereby bringing the total percentage of world passenger traffic controlled by 
NorthA merican and European carriers to 56.1%) - itis easy to see that an open skies 
agreement will contribute significantly towards liberalising the regulatory framework 
on a global scale. But whether this agreement will lead to cross-continental — that is, 
Europe-North America — mergers, remains doubtful, given US sensitivity on issues 
of defence and national security, which comes to the fore in regulatory provisions 
such as the Fly America Act.* 

The most serious problems a merger initiative might face, judging by what 
airlines have to say on the matter, would arise from the competition authorities 
(4.23%) followed by labour issues (3.97%). Mergers will certainly raise regulatory 
concerns in terms of their potential adverse impact on competition and consumers. 
Competition authorities will consider mergers on a case-by-case basis, taking into 
account the network structure of the prospective merger partners at the time as well 
as the actual and potential competition on the routes involved. But another issue they 
will certainly consider, and which will test their reaction to consolidation, is whether 
an airline - flag carrier or not - can survive without being acquired. 
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Figure 8.6 In which areas will there be reactions to mergers? 


Future cross-border mergers are most likely to take the form of an acquisition 
of one airline on the part of another, as almost half of the respondents agree (49%). 
This is precisely the case of Air France-KLM and Lufthansa-Swiss International 
Air Lines. Experience has shown that merger attempts in which a new entity is 
established out of the blue, where no previous cooperation existed (as in the case of 


2 ‘The Fly America Act, 49 U.S.C. App. 1517, as implemented in the Comptroller 
General's guidelines, Decision B-138942, M arch 31, 1981, requires Federal employees and 
their dependents, consultants, contractors, grantees, and others performing United States 
Government financed foreign air travel to travel by U.S. flag air carriers.’ 
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Alitalia-K LM in 1999) end up on the rocks - mainly as a result of the difficulty in 
managing a newborn entity over which neither partner airline has effective control. 

Even though a cross-border merger between smaller or medium sized airlines would 
give the merged partners the possibility to strengthen the position of the new entity in 
the market and inside the alliance, 70% of the airlines questioned stated that cross-border 
mergers will involve a major airline acquiring a smaller one. The big players are evidently 
seen as the puppeteers of the consolidation game. This does not mean, however, that the 
possibility of a ‘confederation’ of smaller regional carriers should be excluded. 

Of the respondents, 59% believe that cross-border mergers would strengthen the 
position of the merged carrier inside an alliance, but whether or not this would affect 
the other alliance members depends on the specific variables of the case in question. 
This is perhaps why 28% mention that there would be no impact. Alliances are made 
up of a significant number of allies, thus any merger would probably not significantly 
alter the balance of power, unless of course the major airlines were directly involved. 
After all, majors exert the greatest centripetal pull in all three alliances and their 
movement will determine the course of both alliances and mergers. 

Although cross-border mergers have until now been carried out between airlines 
participating in different alliances, 68% of the survey participants stated that future 
cross-borders will be effected between airlines belonging to the same alliance and such 
mergers would result in the strengthening of the merged entity within the alliance. It 
is certainly easier for two airlines that already cooperate at bilateral level within an 
alliance to go ahead and merge, as they are likely to have built up - at least to a certain 
degree — some level of mutual trust, as well as to have investigated the compatibility 
of their operations. Furthermore, alliance membership now seems to a large extent to 
have settled into fixed groupings, with no major realignments expected. 

As far as multilateral cross-border mergers are concerned, answers diverge 
greatly, with 55% of the respondents dismissing such a possibility outright. Some 
of the respondents justified this rejection with the observation that a cross-border 
merger between two airlines was a daunting enough feat to pull off, without taking 
on the impossible complexities of a merger between three or more carriers. In a 
tripartite attempt, identity disputes, competition concerns and intercultural integration 
challenges would be enhanced. 

More than two-thirds of the airlines said they expect cross-continental mergers 
to become a reality. Seventy-five per cent of the airlines did not accept the assertion 
that alliances are hard to govern, fail to deliver the promised synergy benefits and 
have to a large extent been unsuccessful. Answers show that alliances have failed 
to deliver the expected synergies in terms of scale only. Airlines are proceeding to 
mergers not out of dissatisfaction with the performance of alliances, but because 
they want to attain further growth and have better control over their operations. 


What the Airlines Think (by Alliance Grouping) 
Members of the three alliances agree that consolidation is slowly but surely gaining 


momentum. However, oneworld and Star Alliance are clearly of the belief that in 
terms of brand dilution, mergers have greater negative impact than alliances. 
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SkyTeam partners seem readier to proceed to the next level of cooperation, 
with 63% stating that they would move to mergers, were they not prevented by 
regulation. On the contrary, the overwhelming majority of members in the other two 
alliances (71%) have stated that even without the obstacle of regulation they would 
not proceed to mergers. 

Of the members in Star Alliance and oneworld, 55% and 50%, respectively, 
believe that cross-border mergers will be implemented via the acquisition of one 
airline by another. SkyTeam carriers divide their views between ‘acquisition of the 
one airline by the other’ (36%) and ‘one airline will absorb the brand of the other’. 
SkyTeam is the alliance in which a tripartite merger seems most possible. 

oneworld airlines almost unanimously agree (86%) that future cross-border 
mergers will strengthen the position of the merged carrier in the alliance, and just 
over half (56%) of SkyTeam members seem to agree. Half of the Star Alliance 
carriers, on the other hand, believe that mergers will strengthen the position of the 
merged carrier in the alliance, while the other half see mergers as having no impact 
on the division of power and weight within the alliance. 

For oneworld and SkyTeam, the greatest eventual barriers against mergers will be 
raised by competition authorities (4.71 and 4.56%, respectively), followed by labour 
issues (4.00 and 3.78%). Star Alliance carriers see labour issues as most problematic 
in a cross-border merger (4.07%). 

Opinions on the feasibility of cross-continental mergers diverge greatly, with all 
oneworld carriers giving this eventuality the thumbs up sign, Star Alliance members 
reporting a 64% affirmative response rate and SkyTeam carriers finding it less 
realistic: only 44% of the latter think such mergers are possible. 


What the Airlines Think (by Airline Size) 


The analysis of the responses shows that in two out of the three main categories of airline 
operation - economies of scale, economies of scope and economies of traffic density - 
smaller carriers see mergers as being superior to alliances in the production of benefits. 

Larger carriers, meanwhile, tend to judge mergers more harshly than alliances in 
terms of their adverse effects, which is perhaps simply a reflection of the ‘big enough 
to go it alone’ aspirations such airlines often nurture at heart. 

It is quite interesting to note that only 29% of the respondents representing the 
big airlines say mergers would not strengthen the position of the merged entity 
within the alliance. Another surprising finding, upon analysis of responses to the 
question asking ‘whether cross-border mergers will take place within alliances’, is 
that the smaller the airline, the greater the ‘yes’ percentage (small: 82%, medium: 
64% and big: 56%), again suggesting that smaller airlines perceive their alliance to 
be the irrevocable arena for any future cooperative liaison. 

Finally, answers in response to the statement: ‘Many academics claim that 
although airlines are unwilling to accept it, alliances are hard to govern, fail to 
deliver the promised synergy benefits and have to a large extent been unsuccessful’ 
show that 60% of the smaller airlines agree with this statement, a clear sign that 
these airlines are not satisfied by the alliance performance. 
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What the Airlines Think (by Continent) 


Airlines from Asia and Oceania believe mergers to have more disadvantages than 
alliances, the most serious of these being the lack of manoeuvrability and brand 
dilution. Carriers operating in these geographical areas are usually medium sized 
airlines with a strong brand and even stronger national support (regardless of 
whether they are privately- or state-owned). Furthermore, they operate in an area 
that registers - and will continue to register - impressive traffic growth and as such 
they desire nimble corporate planning. Even if regulation were no obstacle, airlines 
from Asia/Oceania claim they would not proceed to mergers (71%). 

Eighty-five per cent of European carriers believe that an open skies agreement 
between the US and the EU is a prerequisite for European and North American 
consolidation. 

Finally, 67% of carriers from Asia/Oceania are convinced that alliances will stay 
as they are, without any cross-continent mergers. 


Conclusion 


International alliances appear to be crystallising around three major international 
groupings which have expanded to include virtually every major European and US 
airline flying across the N orth Atlantic as well as an increasing number of airlines in 
other continents. 

It has long been argued that strategic alliances are not permanent groupings and 
that the number of members and their influence on the relevant markets can change 
quickly. But as alliances deepen their scope and intensity, whether through mergers 
or through closer integration in the alliance cooperative systems, the lock-in effectis 
increasing, which means that the strategic flexibility airlines enjoy will be reduced 
and exit costs become higher. In the future, there will be fewer realignments, but 
alliances will compete to recruit additional members, especially from regions with 
economic catch-up potential, such as China and India. 

The overall analysis of the questionnaire results clearly shows that alliances 
and mergers will co-exist in the wider alliance structure and evolve hand in hand. 
Consolidation is inevitable, especially on an intraregional level, but mergers will 
take place without destabilising alliances, acting at bilateral level while alliances 
operate multilaterally. Alliances offer network and expansive growth, mergers 
promise efficiencies. Consolidation and integration will take different forms in 
different regions, with airlines seeking to tap into the benefits of both perspectives 
and couple their alliance roles with merger considerations, should the need arise. 

Restrictive bilateral agreements are gradually being replaced by multilateral 
agreements between groups of countries, usually at macro-regional level. Most 
mergers will be between a major airline and a medium or small airline; therefore the 
balance of power within the alliance should not be significantly altered. The influence 
of the mergers on the alliance depends on the nature of the merger in question, the 
size of the partners involved and their main areas of operation. There will certainly 
be some merger activity within the next five years, most probably within the EU , but 
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it is hard to predict at this early stage just what the contours of the future landscape 
will be. In any case, the process of consolidation is unlikely to happen fast. 


Low-cost Entities: Are they Immune to Alliances and Mergers? 


Over the last two decades, the process of liberalisation in the air transport world has 
been accompanied by two revolutionary happenings: the advent of consolidation 
and the birth of low-cost carriers. These phenomena have so far been developing 
parallel to one another, each according to its own nature, each profoundly affecting 
and changing the industry. Until recently they had never, under any circumstances, 
become intertwined, nor was there any reason or means for them to do so. 

Lately, however, this possibility has gained in appeal: is there really no opening at 
all for LCCs, those champions of radical, independent, solipsistic business behaviour, 
to engage in some form of alliance or even cross-border merger activity? 

As late as 2003, this sort of talk was purely academic. In the market and in the 
industry there were no signs whatsoever that any such development might be in the 
offing. The business propositions of major multilateral alliances and those of LCCs 
were and are not only conflicting, they stand at opposite extremes. 


Table 8.2 Airline Alliances vs LCCs 
Business feature Airline alliances LCCs 
Business model Cooperative Stand alone 





Network reach 
Network focus 
Network model 


Global Local 
Both short- and long-haul Short-haul (so far) 
Hub-and-spoke Point-to-point 


























Network connectivity Crucial Negligible 
Fleet Mixed Mono-aircraft 
FFPs Yes No 
Lounges Yes No 
Pricing structure Complex Basic 
Business class Yes No 





: Mostly main, sometimes 
Type of airports served . 
congested airports 


Often secondary, sometimes 
underserved airports 





Service on board Full service 


No frills 





Distribution via 
Yes 
travel agents 





No 





Why then, in the face of such widely divergent business models, did the urge to 
connect these opposing trends arise, and why have things since started to change? 
Simply because the swell of consolidation and integration is moving so forcefully 
and inexorably throughout the whole commercial aviation arena that the possibility 
of some form of crossover between the two could not be ruled out. 
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Firstly, something is changing in the way many of the low-cost carriers are 
interpreting their innovative role. Their operating model has gradually been evolving 
from astrictly point-to-point, zero frills structure to anew hybrid form encompassing 
some degree of networked operations and improvements to the in-flight product and 
airport services. Conversely, full service carriers — and therefore also the alliances 
that group them together — have also been changing, partially adapting their model 
to accommodate some of the characteristics that have made LCCs successful (for 
example simpler pricing structures, lower tariffs, web-based distribution and the 
like). While this by no means signifies a convergence of intent towards a common, 
indistinct business system, it does still indicate that certain radical positions are 
slowly being softened, in what is described by M arc Cavaliere, Spirit Airlines’ Vice 
President Sales and Distribution, as a sort of ‘morphing to the middle’ (Amadeus, 
2006). According to Stefan Pichler, Chief Commercial Officer at Virgin Blue, for 
example, the carrier he works for is: 


Anew world airline focused on minimising complexity but open to increasing costs where 
it has a direct impact on generating significant new revenues. 


He argues that carriers in this segment can ‘have the best of both worlds’, and 
that: 


The market will increasingly see (LC Cs) becoming part of domestic and regional alliances 
and becoming more customer-focused as opposed to route-centric (Amadeus, 2006). 


José Mario Alvarez Novales, professor at the Instituto de Empresa Business 
School in Madrid, holds that: 


The concept behind low-cost companies is extremely clear. (... ) the market will become 
more stable and mature, and new entrants will have to compete harder because there will 
be alliances and mergers (Wharton School, 2004). 


Dimension, the necessity to become bigger and more global, may once again 
be the driving force behind change - this time perhaps following in the wake of the 
launching of thefirstlong-haul LC Cs by Oasis K ong K ong airlines and Qantas-backed 
JetStar Airways, so far a one-off event in the ever changing aviation landscape, but 
an example likely to be followed by brave new peers in the years to come. 

InAsia, partnership talks between LCCs started in 2005, involving among others 
Singapore’s Value] et and J etStar Asia. LCC mergers and acquisitions (such as that 
of easy] et and Go, or dba and Germania Express) have taken place in Europe. And, 
still in Europe, some form of LCC cooperation (such as that of Italy’s Volareweb 
with both Germany’s H apag Lloyd Express and Poland’s Air Polonia) has occurred, 
while new links are being discussed. In 2004, Austria’s Niki and Germany’s Air 
Berlin teamed up. There have been talks of an alliance between UK’s bmibaby 
and Germany’s Germanwings. Strangely enough, it is in the USA that cooperation 
and consolidation among LCCs has not yet really come about, despite heated talks 
surrounding its introduction. 
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When examining the causes that led to the establishment of bilateral cooperation 
between full service airlines and the foundation of multilateral alliances, the fact that 
LCCs have recently decided to commence exploring forms of partnership should come 
as no surprise. Nonetheless, the signing in 2005 of a sales and marketing agreement 
between Germanwings and Poland’s Centralwings, which took the concept of a 
pan-European low-cost carrier alliance one step closer towards becoming a reality, 
constituted a landmark event. The truly remarkable element of the deal is that it 
comprises one airline that is part of Lufthansa, and another which is a subsidiary of 
LOT Polish Airlines. And both Lufthansa and LOT are part of Star Alliance. This 
makes the agreement the first of its kind and surreptitiously liaises the world of 
LCCs with that of mainline carrier alliances. 

The two airlines already cooperated on flights between Germany and Poland. 
The current cooperation framework includes joint marketing activities, website links 
leading to a partnership website and joint purchasing of airport services. 

Germanwings also has a previous alliance with bmibaby. An unexpected tribute 
to a former partnership experiment was offered during the signing ceremony by Dr 
Andreas Bierwirth, managing director of Germanwings: 


Our vision is the pan-European cooperation between airlines according to the ‘Wings’ 
concept. Both markets fit very well together as their services are aimed at both business 
and private passengers. And just like Germanwings, Centralwings flies into the main 
airports of the major cities (K aminski-M orrow, 2005). 


Mr Piotr Kociolek, CEO of Centralwings, added that his airline had a similar 
business model to that of Germanwings and would provide sound strategic 
opportunities: 


The same reservation system and mutual use of the same IT Centre are the first tangible 
advantages of this cooperation. 


Dr Bierwirth further commented that he is interested in alliances with other 
low-cost airlines with similar business models and strategic goals to those of 
Germanwings, though he ruled out buying a stake in any other low-cost carriers 
(K aminski-M orrow, 2005). 

Cooperation among LCCs is therefore a topic no longer restricted to aviation 
chat rooms on the web, and there is a link - perhaps less feeble that it seems - 
between LCCs and the largest of the three existing global alliances as shown by the 
talks held between oneworld and the Canadian budget airline West] et. After all, one 
of the positive aspects of the formidable growth of the low-cost/low-fare segment 
was that it stimulated traffic and encouraged more people to fly. With more and 
more mainline carriers — most of which belong to either: Star Alliance, oneworld or 
SkyTeam - now deciding to establish wholly or partially owned low-cost offsprings, 
interaction between LCCs and multilateral alliances seems less far fetched and 
perhaps even logical. The way it comes about and the nitty gritty realities such a 
process will involve remain to be seen. 
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The World in 2017 


As we have seen in the results of the survey, people in the industry believe that the 

future holds more consolidation, a long series of cross-border mergers and expansion 

of multilateral alliances, which will co-exist with mergers and serve them as a culture 

broth. But where will this lead, what will the world look like 10 years from now? 
Outlooks differ. |CA O's Director Mohamed Elamiri is convinced that: 


The world will not [be very] different [from] now. We may see the demise of more airlines, 
domestic mergers, cross-border acquisitions, but we will still have a multitude of airlines 
around the world with strong alliances taking the big share of the traffic. Alliances have 
a bright future, and it is expected to have more airlines joining the existing alliances and 
more consolidation between partners. Any agreement on the North Atlantic will allow 
more competition, acquisitions, but not necessarily mergers between airlines from the two 
sides of the Atlantic. 


IATA’s Senior Vice President, Thomas Windmuller claims that: 


An optimist would say that we are going to have a liberalised environment where there is a 
handful of global players, fully merged, and still a large number of niche players, varying 
from low-cost carriers to point-to-point carriers, to business class airlines, to small airlines 
that feed the mega-carriers with props and regional jets — and even some point-to-point 
carriers that are regional not because they have regional jets but because they only fly in 
one region of the world. 


The number three seems to bob up repeatedly in forecasts for the years to come: 
to begin with, three major airlines will remain in the US — Southwest aside, of course 
- as a result of intra-continental mergers. Which three is anyone’s guess. United 
Airlines and US Airways, which both belong to Star Alliance, might decide to share 
their destinies and become one. American Airlines and Continental Airlines, with their 
highly compatible networks, could follow suit. The first would remain in oneworld, 
the latter would enter it after quitting SkyTeam, an alliance it perhaps reluctantly 
joined in the first place. Delta Air Lines and Northwest Airlines - partners in the 
SkyTeam alliance - could form the third North-A merican consolidation set, which 
would also be a good match network-wise and probably provide some interesting 
showdowns when the time came to blend corporate cultures. 

The three ‘new’ US airlines would have corresponding counterparts in Europe, 
where three ‘new’ airlines would also have led the merger flurry: Lufthansa, British 
Airways and Air France. The German carrier, already the product of a Lufthansa — 
Swiss International Air Lines combination, might in the meantime have incorporated 
a number of other carriers, perhaps Austrian Airlines, LOT Polish Airlines and SAS, 
or a mixture of the three. Sketching in more elements of this hypothetical scenario, 
British Airways would meanwhile have merged with Iberia, while Air France-KLM 
will have taken the opportunity to expand their holding company by absorbing 
Alitalia and CSA Czech Airlines. M aybe. 

Moving to the Gulf region, an intelligent guess at the future would involve three 
carriers (Emirates, Qatar Airways and Etihad Airways) deciding to join one alliance 
each. For the first of the three the choice will mean (very reluctantly) giving up a 


206 Airline Choices for the Future 


long cultivated autonomy, any ambitions to become the only truly global carrier, and 
a certain degree of sovereignty. But its excellent brand proposition will add great 
value to the alliance lucky enough to be chosen. 

In China, developments will continue to involve the current big three: Air China, 
China Eastern and China Southern. But their alliance allocation might be somewhat 
different from that foreseen today (the former with Star Alliance, the second with 
oneworld, the third with SkyTeam), with new carriers emerging, unexpected intra- 
continental evolutions taking place and Cathay Pacific playing a much more ‘China- 
oriented role’ than today. 

While all this is going on in China, in India some consolidation will have occurred, 
although less than current forecasts would have observers believe. The market will 
be rife with low-cost carriers, who will be responsible for a greater share of traffic 
than elsewhere. Three major airlines will have joined the three alliances, even though 
it is hard to determine which these airlines could be — perhaps an Air India-Indian 
Airlines combination, a Jet Airways-based entity and a third formation involving 
part of the now emerging LCCs (such as, for example, K ingfisher A irlines). 

In South-EastA sia, M alaysiaA irlines will have become SkyTeam’s stronghold in 
the region, Thai Airways will have left Star Alliance to join oneworld and Singapore 
Airlines will still be the Asian queen of the Lufthansa-led grouping. 

In South America, things will have changed a lot, with LAN, TAM and a 
third unknown carrier competing for intra-continental dominance once serious 
consolidation has shaken up and reshaped the local industry at its core. 

In Africa, three new airlines will have emerged as industry leaders. Today, Royal 
Air Maroc, Kenya Airways and South African Airways are strong candidates to drive 
the innovation process, again guiding regional integration to draw smaller carriers 
under their canopy of protection, but this continent is still too volatile to allow any 
realistic predictions regarding future aviation cooperation. 

Liberalisation and deregulation will have become more widespread, though not 
everywhere. Some sort of re-regulation will also have occurred, limited to certain 
circumstances (for example in cases of outstanding world events). Revenue-driven 
joint ventures will have disappeared, to be replaced by real mergers. Several carriers 
will have vanished forever (with only a handful of these really being missed), while 
the names of several others will have joined the ‘endangered’ list. The definition of 
‘flag carriers’ will gradually have lost its meaning. Charter operations will further 
diminish, made redundant by open sky policies and LCCs. Cargo-only airlines 
will have expanded and consolidated. The meaning of business class or, better, the 
fares paid to travel business class will have given way to a very different and much 
broader chain of services, ranging from smoother passport control to complimentary 
Internet facilities aboard, from extra-luggage allowances to hassle-free airport 
transfers. Profitability will still be as elusive as ever, perennially jeopardised by the 
unpredictable events on the planet. Low-cost carriers will have entered virtually 
every market, including, of course, long-haul. There will be alliances comprising 
only low-cost carriers, and there will be one or more LCCs in each of the three 
alliances, or at least ongoing talks to arrive at a similar objective. 

And alliances? They will still be around - larger, more celebrated, more efficient 
and more well known - but in fact less important when compared with their more 
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concrete cousins, mergers. Like dignified but outmoded chief accountants overtaken 
by younger, MBA-wielding managers on the up and up. What will not have faded is 
the need and the desire to cooperate. In his latest international best seller ‘The world 
is flat’, Thomas L. Friedman puts it very plainly: 


The best companies are the best collaborators (Friedman, 2005). 


As business mantras go, this would already serve airlines well in the new century, 
but an even better template for visionary cooperation has been handed down in the 
Popol Vuh, sacred text of the ancient Mayans: 


We did not put our ideas together. We put our purposes together. And we agreed. Then we 
decided (Ditchburn, 2003). 
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